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Preface 


THIS book is written primarily as a textbook for those who will never take 
more than one or two semesters of economics but are interested in the subject 
as paTt of a general education. It aims at an understanding of the economic 
institutions and problems of American civilization in the middle of the twentieth 
century. National income provides the central unifying theme of the book. 

No previous knowledge of economics is assumed. Each topic is developed 
leisurely and at length in recognition of die principle: “Short writing makes 
long reading.” No use is made of madiematical equations or symbols. Even 
the currently fashionable use of geometric diagrams has been subordinated to 
an unusually extensive application of arithmetical examples, supplemented by 
pictorial charts. 

With the needs of the intelligent layman in mind, the author has been ruthless 
in omitting completely many of the usual tewbook topics and in reducing to 
more appropriate emphasis the conventional “marginal” analysis of “value 
and distribution" theory. This has released space for an extended presentation 
of the rich array of quantitative material about economic institutions that has 
become available for the first time only within the past half-dozen years. 
It has also made possible an inaeased emphasis on governmental and sociologi- 
cal influences. A modified case method has been used in the treatment of labor 
problems, business organization, and personal finance. 

The subjects finally included represent a compromise, as they cover both 
(1) those economic topics important for understanding the postwar economic 
world and (2) the topics people find most interesting. Somewhat to the 
author’s surprise, these nvo categories turned out in practice to coincide 
almost perfectly. The instmet of the nonspecialist is nearly infallible. The topics 
that excite him and pique his curiosity-the public debt, unemployment 
inflation, social security, and so forth-arc also of primary economic signifi- 
cance. The subjects that he finds tedious-bills of exchange, time and place 
uahty, the pre-1913 National Banking System, and so forth-^e usually of 
secondary importance from the standpoint of political economy. 

Today the nonspccialist in physics deserves and expects io learn about 
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Massachusetts Institute of Technology) is also included. By itself, Part One 
can be used for economic readings in an integrated social science survey course. 
Part Two may be used as a self-contained unit by intermediate money and 
banl f ing and business-cycle courses to help fill die long-felt gap in introductory 
textual material on the theory of employment. 

Each chapter has been planned to constitute a unit of understanding and is 
provided with an analytical summary and with discussion questions. Where a 
chapter tends to become long from the standpoint of classroom assignment, 
it has been broken up into sections A, B, and so forth. At numerous places, 
material has been placed in the appendix to a chapter. Such material is not neces- 
sarily more difficult, but it is usually something that can be eliminated if time 
is short. It is hoped that the introduction to the fundamentals of accounting 
will be found a useful part of the elementary course. 

In the unexpectedly pleasurable task of writing and rewriting the various 
earlier versions of the present work, the author has incurred stupendous intel- 
lectual obligations— more than can be acknowledged. His M.I.T colleagues 
have been shamefully exploited for their specialized knowledge and judicious 
criticism; special indebtedness is acknowledged to Profs. Robert L. Bishop, 
Ralph E. Freeman, Douglass V. Brown, Charles A. Myers, and Richard 
M. Bissell, Jr.; and to Drs. John G. Turnbull, Arthur G. Ashbrook, 
Jr., and John T. Wheeler. Numerous other economists in academic, govern- 
ment, and business life have been helpful, especially Prof. Daniel C. Vander- 
meulen of the Claremont Men’s College, and Prof. George N. Halm of Tufts 
College and the Fletcher School of Law and Diplomacy, It may be added that 
the author’s frequent refusal to accept good advice limits completely the liabil- 
ity of his intellectual creditors for any inadequacies of the present work. 

Finally, it is pleasant to acknowIe<%e the editorial and secretarial aid of Mrs. 
Lucy C. Maisel, Mrs. Elizabeth Metzelaar, Ethel Downer, Helen Saha g ian^ 
Mrs. Olive Gibson, and Mrs. Eleanor Clemence. 

Paul A. Samuelson 

Cambridge, Mass. 

April, 1948 
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Chapter 1 : introduction 


FOR whom the bell tolls 

A well-known college administrator used to address the entering class: 
“Take a good look at the man on your right, and the man at your left; 
because next year one of you won’t be here.” Much the same can be said of 
everyone’s ability to hold on to his job and earning power. 

When, and if, the next great depression comes along, any one of us may be 
completely unemployed — without income or prospects. Or if not totally 
unemployed, only partially employed at reduced hours and pay in an unin- 
teresting dead-end job, without hope of advanpement or assurance of keeping 
even what little we have. There is no vaccination or advance immunity from 
this modern-day plague. It is no respecter of class or rank. Neither veteran’s 
preference nor go-getter pep talks nor advanced degrees can guarantee a job 
when whole factories are shutting down and when every industry is contract- 
ing production and employment. 

(From a purely selfish point of view, then, it is desirable to gain under- 
standing of the first problem of modem economics : the causes on the one hand 
of u nemploym ent, overcapacity, and depression; and on the other of pros- 
perity, full employment, and high standards of living^But no less important is 
the feet— clearly to be read from the history of the twentieth century— that 
(the political health of a democracy is tied up in a crucial way with the suc- 
cessful maintenance of stable high employment and living opportunities.^It is 
not too much to say that the widespread creation of dictatorships and the 
resulting World Mhr II stemmed in no small measure from the world’s failure 
to meet this basic economic problem adequately. 

POVERTY MIDST PLENTY 

Modem economics tries to explain, among other things, how it is that 
nations are alternately afflicted with the dizzy ups and downs of business 
activity. In the old days before science and the industrial revolution had 
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de\ eloped our tremendous mechamcal, electncal, and technological imentions 
there v ere often periodic famines The statistics of marriages varied inversely 
with the price of bread Thousands or milhons w ould die as a result of floods 
droughts, or other easily recogmzed natural catastrophes Everyone knew the 
causes of disasters, but nobody could do much about them 
Today it is 3 ust the opposite Now we know how to produce an abundance 
of goods, but we are subject to periodic depressions of obscure causation 
Bread is cheap in depression, but present day marriages follow job opportuni- 
ties rather than the cost of food Famme due to crop failure in one part of the 
world can now be relieved by shipments from elsewhere (People go hungry 
in modem slumps not because we can produce too little but seemingly because 
we can produce too much) A man from Mars or a Rip Van Winkle from an 
earlier century would have been at a loss had he returned to the world of the 
1930’s He would have thought that everybody had lost his senses Little pigs 
were plowed under while famdies did without meat Because we had new 
efficient factories, we did without production Because we had too many 
skilled and wilhng hands, unemployment prevailed Everybody tried to save 
and hoard money, with the result that everyone got poorer and poorer 
The man from Mars would Have been even more surprised to observe diat 
the onset of history’s most destructive and bloody war, instead of deprpysmg 
American business condiuons further, had just the opposite effects Business 
boomed as never before Prices had to be held in rather than supported 
Family and business savings mounted Despite shortages, the American 
civilian standard of living surpassed all previous levels 

ECONOMIC DESCRIPTION AND ANALYSIS 

(it IS the first task of modem economic science to describe, to analyze, to 
explain, to correlate these fluctuatiOTS of national income) Both boom and 
slump, price inflaaon and defiauon, are our concern This is a difficult and 
complicated task Because of the complexity of human and social behavior, we 
cannot hope to attain the precision of a few of the physical sciences We cannot 
perform the controlled experiments of the chemist or biologist Like the 
astronomer we must be content largely to “observe ” But economic events and 
statistical data observed arc unfortunately not so well behaved and orderly 
as the paths of the heavenly planets Fortunately, however, our answers need 
not be accurate to several deamal places, on the contrary, if only the right 
general direction of cause and effect can be determined, we shall have made a 
tremendous step forward 

Knowledge and understanding of nature and society are worth while for 
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t lipir own sake. Just as it is interesting to know the paths of planets and the 
anrirs of atoms, it is worth while to know how banks create money, how 
inflations behave, how supply and demand help to determine prices. In addition 
to knowledge for its own sake — and to most people of far greater importance 
there is the hope that the findings of physics may help engineers make useful 
technological improvements, that the study of physiology may promote medi- 
cal advancement, and that the dispassionate analysis of how economic events 
happen will enable society to devise ways to keep some of the more unpleasant 
ones from happening. 

ec onomic pom cy 

This brings us to the important problem of economic policy .(Ultimately, 
understanding should aid in control and improvement) How can the business 
cycle be diminished? How can economic progress be flirthered? How can 
standards of living be made mote equitable? 

At every point of our- analysis we shall be seeking to shed light on these 
policy problems. But to succeed in this, the student of economics must first 
cultivate an objective and detached ability to see things as they an, regardless 
of his likes or dislikes. The fact must be faced that economic subjects are close 
to everybody emotionally. Blood pressures rise and voices become shrill 
whenever deep-seated beliefs and prejudices are involved; many of these preju- 
dices are thinly veiled rationalizations of qiecial economic interest. A doctor 
passionately interested in stamping out disease must train himself to observe 
things as they are. His bacteriology cannot be a different one from that 
of a mad scientist out to destroy the human race by plague. Wishful think- 
ing is bad thinking and leads to little wish fulfillment! 

In the same way there Is only one valid reality in a given economic situation, 
however hard it may be to recognize and isolate it. There is not one theory of 
economics for Republicans and one for Democrats; not one for workers and 
one for employers. It appears that careful students are coming into increas- 
ingly greater agreement on the broad analytical outline of the forces deter- 
mining national income and full employment, such as is sketched in later 
chapters. 

This does not mean that economists always agree in the policy field. One 
economist may be for full employment at any cost; another may not rank it 
of primary importance; still another may be of the opinion that the problem 
will take care of itself in the immediate years ahead. Ethical questions each 
citizen must decide for himself, and an expert is entitled to only one vote along 
with everyone else. 
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INTRODUCTION 


COMMON SENSE AND NONSENSE 

(Economics is not an easy subject True, it does not require the mental 
application of, say, mathematics) But there is a definiteness m mathematics 
despite Its complexity, so that most people feel that, by gritting their teeth 
and applying themselves suffiaently, they can learn to solve such things as 
quadratic equations just as other ordmary mortals have done 
Economics at first seems less defimte The ■« orld of prices, wages, interest 
rates, stocks and bonds, banks and credit, taxes and expenditure is a compli- 
cated one Every question seems to have two (or more') sides, and often the 
right answer seems to be only that of the last man to buttonhole you 
Now no one can understand a complicated subject like chemistry pnor to 
long and careful study Tbs is an advantage and a disadvantage The man on 
the street or behind a newspaper desk cannot possibly consider himself a 
final authority on these subjects — ^wbch is all to the good On the other hand 
the new student must be made famihar with all the basic concepts for the first 
time, all of which takes a good deal of time 

(From childhood days on, everyone knows something about economics 
This is both helpful and deceptive )helpful, because much knowledge can be 
taken for granted, deceptive, because it is natural and human to accept 
uncritically the truth of superficially plausible views Everyone of college age 
know s a good deal about money, perhaps even more than he realizes Thus he 
rightly laughs at the child who prefers the large nickel to the small dime or 
the shiny quarter to the paper dollar bill, and at the Basque peasants who 
murdered the visiting artist for bs book of blank checks 
(But a little knowledge may be a dangerous thing) Because a union leader has 
successfully negotiated several labor contracts, he may feel that he is an expert 
on die economics of wages A businessman who has “met a payroll” may feel 
that bs view s on price control are final A banker who can balance bs books 
may conclude that he knows all there is to know about the creation of money 
And an economist who has studied the business cycle may be under the illusion 
that he can outguess the stock market 
Moreover, peculiarly in a field where such an everyday concept as “capital ’ 
may have 10 or more different meanings, we must watch out for the “tyranny 
of words ” The world is complicated enough without introducing further 
confosions and ambiguities because two different names are unknowingly 
being used for the same thing, or because the same word is being applied to 
quite different phenomena Jones may call Robinson a liar for holdmg that the 
cause of depression is oversaving, sayii^, “Underconsumption is really the 
cause ” Schwartz may enter the argument with the assertion, “You are both 
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wrong. The real trouble is underinvestment.” They may continue to argue 
all night, when really if they stopped to analyze their language, they might 
find that there were absolutely no differences in their opinions about the facts 
and that only a verbal confusion \m involved. 

Similarly, words may be treacherous because wc do not react in a neutral 
manner to them. Thus a man who aj^roves of a government program to 
ration housing will call it a program of “social planning” while an unsympa- 
thetic opponent will describe the same activity as “totalitarian bureaucratic 
regimentation." Who can object to the former, and who could condone the 
latter? Yet they refer to the same thing. One docs not have to be an expert in 
sauantics—^t study of language and its meaning— to realize that scien- 
tific discussion requires us to avoid such emotional terminology, wherever 
possible. 

THEORY VERSUS PRACTICE 

(The economic world is extremely complicated. Furthermore, it is usually 
not possible to make economic observations under controlled experimental 
conditions characteristic of scientific laboratories.) A physiologist who wishes 
to determine the effects of penicillin on pneumonia may be able to “hold other 
things equal” by using two test groups who differ only in the fact that they 
do and do not get penicillin injections. The economist is less fortunately 
placed. If he wishes to determine the effect of a gasoline tax on fuel consump- 
tion, he may be vexed by the fact that, in the same year when the tax was 
imposed, pipe lines were first introduced. Nevertheless, he must try— if only 
mentally— to isolate the effects of the tax, widi “other things being equal.” 
Otherwise, he will understand the economic effects neither of taxation, nor of 
transportation improvements, nor of both together. The difficulty of analyzing 
causes when controlled experimentation is impossible is well illustrated by 
the confusion of the savage medicine man who thinks that witchcraft and a 
little arsenic are both necessary to kill his enemy, or that only after he has put 
on a green robe in spring will the trees afterward do the 5ame.^(/^s a result of 
this limitation and many others, our quanritative economic knowledge is far 
from completc.)This docs not mean that we do not have great amounts of 
accurate statistical knowledge available. We do. Bales of census data, market 
information, and financial statistics have been collected by governments, trade 
associations, and business concerns. 

Even if we had more and better data, it would still be necessary— as in every 

‘ In logic this is sometimes called the port hoc, crgopnptrr hoc fallacy (after this, therefore 
because of this). 
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scienre — to simplify, to abstract from the infinite mass of detail No mind can 
apprehend a bundle of unrelated facts All analysis involves abstraction It ^ 
always necessary to idealize, to omit detail, to set up simple hypotheses and 
patterns by which the mass of facts arc to be related, to set up the right ques 
tions before w e go out looking at the world as it is Every theory, w hether m 
the physical or biological or social sciences, distorts reality in that it over 
simplifies But if it is a good theory, what is omitted is greatly outweighed by 
the beam of illumination and understanding that is thrown over the diverse 
empirical data 

Properly understood, therefore, theory and observation, deduction and 
induction cannot be in conflict Like eggs, there are only two kinds of theories 
good ones and bad ones And the test of a theory’s goodness is its usefulness m 
illuminating observational reality Its logical elegance and fine spun beauty are 
irrelevant Consequently, when a student says, “That’s all right in theory but 
not in practice,” he really means “That’s not all right in theory,” or else he is 
talking nonsense 

THE WHOLE AND THE PART 

The first lesson in economics is things arc often not what they seem Some 
examples chosen at random may illustrate this 

1 If all farmers w ork hard and nature cooperates in producing a bumper 
crop, total farm income falls 

2 One man by great ingenuity in hunting a job or by a u illingness to w ork 
for less may thereby soli e his on n unemployment problem, but all cannot 
soh e their problems in this wiy 

3 Higher prices for one industiy^ may benefit its members but, if the prices 
of e\ crything bought and sold increased m the same proportion, no one would 
be any better off 

4 It may pay the United States to reduce tariffs charged on goods imported 
even if other countries refuse to do likcw isc 

5 It may pay a business firm to take on some business at much less than full 
costs 

6 Attempts of indn iduals to sm c more in depression may lessen the total of 
the community s si\ mgs 

7 What IS prudent behas lor for an individual or a single business firm may 
at times be folly for a nation or a state 

In the course of this book, each of the abote seeming paradoxes will be 
resolved Once explained, each is so obvious that you w ill w onder how anyone 
could ever have failed to notice it This again is typical of economics There 
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are no magic formulas or hidden tricks. Anything that is really correct will 
seem perfectly reasonable once the argument is carefnlly developed. 

At this point it is just as well to mention that many of the above paradoxes 
hinge around one single confusion or i&llacy, called by logicians the “fallacy 
of composition.” What is true for each is not necessarily true for all; and 
conversely, what is true for all may be quite false for each individual. Espe- 
cially where his owui interests are at stake, an individual tends to look only at 
the immediate effects upon himself of an economic event. A worker thrown 
out of employment in the buggy industry cannot be expected to reflect that new 
jobs may have been created in the automobile industry. But we must be pre- 
pared to do so. The reader should try to give other examples of this fallacy; 
e.g., standing on tiptoes at a parade, counterfeiting meat-ration coupons, 
cutting production in order to raise one’s prices, etc. 

In an introductory survey, the economist is interested in the workings of die 
economy as a whole rather than in the view-point of any one group or unit. 
Social and national policies rather than individual policy are his goals. Too 
often, everybody’s business is nobody’s business. It is just as well, therefore, 
to understand at the beginning that an elementary course in economics does 
not pretend to teach one how to run a business or a bank, how to spend one’s 
money wisely, or how to getridi quick from the stock market. Hotvever, it is 
to be hoped diat general economics will provide a useful background for many 
such activities. 

Certainly the economist must know a good deal about how businessmen, 
consumers, and investors behave and think. This does not mean that those 
individuals must use the same language and methods in coming at their deci- 
sions as economists find useful in describing their behavior — any more than 
the planets need know that they are following the elliptical paths traced by the 
astronomer. Just as many of us have been speaking prose all out lives without 
knowing it, so many businessmen would be surprised to learn that their be- 
havior is capable of systematic economic analysis. Tliis unawarcncss is not 
necessarily to be deprecated. It does not help a baseball pitcher to know the 
laws of aerodynamics; in fact, if we become self-conscious about how to button 
our shirts, we may find it harder to do. 

THROUGH THE LOOKING GLASS 

Here at the beginning it is best to point out one further source of difficulty 
which runs through economic discussions. When there is substantially full 
employment, certain important economic principles are valid. When there is 
substantial unemployment, many things go exactly into reverse. We then 
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mo\e into a topsy tuny wonderland where right seem^ left and left is nght 
up seems down and black, w hire 

Mathemaacians tell us that in addition to Euchdean geometry there cMst 
non Euchdean geometnes In these non Euchdean worlds, two parallel lines 
may meet— just as on the sphencal surface of rfie earth tw o “parallel hues 
perpendicular to the equator meet at the pole What is true of one kind of w orld 
may be false of another Similarly, for the modem world of unemployment 
the conclusions of the old classical or Euchdean economics may be not at all 
applicable 

This difference between what is true when there is full employment and 
w hen there is unemployment may be lUustrated by dmee examples, all of which 
will be fully explained later and need not be understood at this point 

1 Men mme gold from the bowels of the earth only to have it go back to die 
earth in the vaults at Fort Knox, Ky How good or bad this strange procedure 
IS depends m an important way upon whedier or not there is full employment 

2 Naoons try in the w orst w ay to raise their standards of h\ ing by export 
mg goods and bj not imporong them from other countries This anxiety to 
give aw ay goods w ould be merely stupid under condioons of full employment 
but it makes some sense in a w orld of unemployment 

3 Thrifhness and parsimony may be mdix idual and social \ irtues dunng a 
war or boom period, while during a dqiression these indiMdual Mrtues maj 
be self-defeating social Mces diat intensify our ills and represent the height 
of folly 

After one has thoroughly mastered the analysis of national income determi 
nanon, it is not hard to steer one s way with confidence in these seemingly 
difficult fields The important hard kernel of truth in the older economics of 
full employment can then be separated from the chaff of misleading apphea 
tions Moreo\er, as we shall see later, if modem econoimcs does its task well 
so that widespread unemployment is substantially bam shed from democratic 
societies, then its importance will w idler away and die traditional economics 
(whose concern is wse allocation of fully employed resources) will really 
come into its own — almost for the first ome 

A preview of the ground to be co\ ered may be helpful Here in Part One w e 
deal with the facts, insotuuons, and anal> sis necessary to an understandmg of 
naoonal income or output In Part Tw o w e analyze the causes of prosperity and 
depression— how the processes of satii^ and im estment interact to detemune 
the level of monetary purchasing power, income, and employment all o\er 
the world Part Three is concerned widi the forces of competinon and mo- 
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nopoly which determine the composition of the national income, both in terms 
of goods and services and in terms of its distribution among different workers 
and property owners. 


QUESTIONS FOR DISCUSSION 


1. How do you expect to iare in the next dqtression? 

2. Why does the physicist often talk about a frictionless system, when there is no 
such thing? Is there any jusdfication &r this? 

3. Discuss the emodonal content of the following words: regimentadon, planning, 
usury, monopolist, gambling, speculadon, American way of life, free enterprise, cartels, 
thnfr, hoarding. 

4. Give an example of the fallacy of composidon. 

5. Give an example of an economic prindple which is ralid when tlirt« is lull 
employment but misleading when there is unemployment. 



Chapter 2 : central problems 

OF EVERY ECONOMIC SOCIETY 


AT THE foundations of any community there will always be found a few 
umversal economic conditions Certain background problems hold as much for 
our present day economy as they did in the days of Homer and Caesar And 
they will continue to be relevant in the “brave new world of the years 
ahead 

In this chapter we shall see what some of these universal conditions arc 
(A) how every society must meet a tnplet of baste problems of ecmmic orgam 
zflftan, (B) how technological knowledge tc^ether with limited amounts of 
economic resources defines the available choices between goods and services 
open to a commumty, and how these producUon possibihties are subject to 
changing costs and to the law of dimimshing returns, (Q finally, the wider 
lying population or human basts of any economy 

The above topics form the three parts of this chapter We lea\ e to Chap 3 
those important speaal economic features characteristic of our own mixed 
system of private and public enterprise 


A PROBLEMS or ECONOMIC ORGANIZATION 


Any society, whether it consists of a totally collects ized communisuc state, 
a tribe of South Sea Islanders, a capitalisac industrial nation, a Sw iss Family 
Robinson or Robinson Crusoe, and one might almost add, a colony of bees, 
must somehow meet t hree fimdamental economic problem s 

1 What commo dmes shall be produced and in w hat quantiues? That is, how 
much and which of many alternative goods and services shall be produced^ 
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2. How shall they be produced? That is, by whom and with what resources 
and in'^at technological manner are they to be produced? 

3. For whm are they to be produced? That is, who is to enjoy and get the 
benefit of the goods and services provided? Or, to put the same thing in an- 
other way, how is the total of national product to be distributed among differ- 
ent individuals and families? 

These three questions^ are fundamental and common to all economies. In a 
primitive civilization, custom may rule every facet of behavior. What, how, 
and for whom may be decided by reference to traditional ways of doing things. 
To members of another culture, die practices followed may seem bizarre and 
unreasonable, but the members of the tribe or clan may be so familiar with 
existing practices as to be surprised, and perhaps offended, if asked the reason 
for things. Thus, some tribes consider it desirable not to accumulate wealth 
but to give it a\iay in the fotlatch — a rolsterous celebration. But this deviation 
from the acquisitive behavior of competition will not surprise anthropologists 
who know from their studies that what is correct behavior in one culture is 
often the greatest crime in another. 

In the bee colony, all such problems, even those involving an extraordinarily 
elaborate cooperative division of labor, are solved automatically by means of 
so-called “biological instincts.” 

At the other extreme we can imagine an omnipotent, benevolent or malevo- 
lent, dictator who by arbitrary decree and fiat decides just what, how, and for 
Avhom economic activity is to be carried on. Or we might still have organiza- 
tion by decree, but with decrees drawn up by democratic vote; or what is more 
likely in view of the multiplicity and complexity of economic decisions, with 
decrees drawn up by selected legislative or planning authorities. 

Finally, as Chap. 3 develops at lengdi, in a so-called “capitalist free-enter- 
prise economy,” a system of prices, of markets, of profits and losses pri- 
marily® determines what the methods of production and costs of goods shall 
be; and finally, how much different people shall get of the total national prod- 
uct or income as their share (for services performed and property supplied, 
or through government legislation) out of which to buy goods and services. 

* Some economists would list a fourth fundamental question. Whm ate goods to be con- 
sumed> That is, how much of present consumption shall we give up in order that resources 
may be devoted to producing capital goods that will increase future consumption. However, 
this may be treated as a special case under the problem of dedding what goods and services— 
present consumption goods versus capital goods— shall be produced. 

® There never has been a 100 per cent purely automatic enterprise system. Even in our 
capitalistic system, the government has an important role in modifying the workings of the 
price system. 
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boundaries and limits to economics 
The study of economics can provide part of the material necessary m 
answering these questions Many specialists other than economists could als o 
help in providing relevant facts and analysis bearing on them (Thus, psychology 
(the study of mental behavior), sociology (the study of group behavior), 
anthropology (the study of races and cultures), and even physiology (the 
biological study of how organisms function) might cast light on -what people 
want m the way of goods and services why they sometimes hke nourishing 
food and someames do not, why people often find it as necessary to have a 
shiny automobile as a wife or a baby, and so forth) 

(Then, too, such noneconomic studies as the physical sciences and engineering 
provide much of the basis for the second question of how goods are to be 
produced) It is not the task of the economist to deal with the precise technologi- 
cal lav s that determine how certain resource inputs are tran^ormed into output 
of goods and services By a division of labor common to all sciences, he takes 
much of the technological groundwork for granted, just as he must often take 
psychological tastes and social insotntions for granted Moreover, eien m the 
technological sphere, his interests are not those of the physicist The econo- 
mist may regard a certam process as more efficient than another even though 
the first lav of thermod> naraics asserts diat no energj can be created or lost in 
any process And he may choose to disregard the physical fact that one process 
has a greater raao of useful work (less useless heat and energy dissipauon 
according to the second laii of thermodynamics) than a second, provided the 
second is using up a cheaper source of energy "Wfe must also guard against the 
muddled thinking that results from an attempt to reduce all lalues to ergs or 
energy units, as retired engineers (viz , the short-lived technocrat movement 
of the early 1930’s) are so often tempted to do 
When we come to the third question of the desirable distribution of wealth 
and income between individuals, we leaic the field of science altogether De 
giisttbus non est dtsputimdum there is no disputing (scienafically') tastes, and 
the same goes for ethics W: must leaie the definition of social ends to the 
philosopher, the theologian, the statesman, and to public opinion 
To summarize the results of this section 
(Economics cannot try to coicr e\cry feet of the unnerse It must take 
certain things for granted as hating been established by workers in other 
scientific fields The institutional framework of society, the tastes of indi 
viduals, the ends for w hich they stnve— all diesc must be taken as being gi\ en 
These and more For the character and quantity of resources and the tech 
nological facts about their combtnattotis and productive transformations must 
also be taken as given) 
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(Economics can, then, pursue the positive task of describing, analyzing, and 
understanding the processes diat take place within the above framework. 
More than that, economics — and here it becomes “political economy” — can 
hope to appraise, and improve, the efficiency with which a community mobilizes 
its vmts to achieve the prescribed ends.) 

Fortunately, there is some underlying agreement wiffi respect to social ends. 
Most western peoples profess to prefer (1) a measure of individual freedom of 
choice and action, (2) a high and improving standard of living, (3) an equitable 
distribution of income between classes so that gross inequalities are to be 
tolerated only if there is some strong and compelling reason.^ 

It is easy to see, therefore, that full employment, which we have taken to be 
the central problem of modem economics in the Introduction, must be viewed 
against the backdrop of tw'O broader goals characteristic of my economy — 
past, present, or future. It is not enou^ simply to get men and machines em- 
ployed at any old job, such as digging holes and then filling them. Rather must 
the goals be (1) 'useful or wise employment of resources, le., a better, larger, 
and more stable level of production and consumption; and (2) an equitable 
distribution of that output between individuals. 

From this point of view, unemployment is seen to be such an important evil 
precisely because it does represent one very unwise use of resources (in fact 
complete wastage!) and because it falls so heavily on those who already have 
been most adversely treated in distribution of income. The appendix is not the 
most important organ in the body, nor is the wisdom tooth anything but the 
least important. Yet each of these requires a great deal of attention. Similarly, 
full employment would not be characterized as such an important problem 
were it not for the fact that it is the one which has been “acting up” most in our 
generation and that it therefore is &st on the social agenda calling for action. 
As the problem of unemployment is solved, other problems of wrong What, 
How, and For Whom, such as are created by monopolistic trade practices, 
excess corporate profits, international barriers, or wrong location of labor, will 
move up to first place on the program. 

Solving the problem of unemployment and low income is particularly im- 
portant because our failure here aggravates almost every other economic prob- 


[ r Thus, 

11 n r “ to esn, 

more n a y^r than most men can earn in a century? Freedom and equality may come into 
partial conflict. In itself “equality of opportunity” is an amblguoursloga„. m“dorh 

Zlvr' iT " abilities^ 



l6 CENTRAL PROBLEMS OF EVERY ECONOMIC SOCIETY 

lem, such as that of old-age security, regional maladjustments of the labor 
force, or public and private health The attainment of full employment \m 11 
certainly itself create new problems, but these are mtrinsic and must be 
squarely faced 

THE LAW OF SCAROTY 

What to produce, how, and for whom would not be problems if resources 
were unlimited, if an infimte amount of every good could be produced or if 
human wants were fully satisfied Then it would not matter if too much of any 
particular good were produced It would not matter if labor and materials w ere 
combined unwisely Smce everyone could have as much as he pleased, it would 
not matter how goods and income were divided among different mdividuals 
and families There w ould be no e conomtc goo ds, i e , no goods that are 
relauvely scarce, and there would hardly be any need for a study of economics 
or “economizing ” All goods would ho free goo ds, like water or air 

In the world as it is, even httle children are supposed to learn in growing up 
that “both" IS not an admissible answer to a choice of “which ” Compared to 
backward naaons or compared to previous centuries, modem industnal so- 
cieties seem very wealthy indeed But even the richest of such nations, the 
United States, would have to be hundreds of times more productive than it nou 
IS to give everybody as comfortable a standard of living as is enjoyed by our 
most fortunate few thgher production levels alw ays seem to bring in their 
tram higher consumption standards People feel that they w ant and “need 
steam heat, indoor plumbing, education, movies, books, automobiles, travel, 
music (one kind or the other), fashionable clothes, etc The biological scientist 
may tell them that they can be well nourished on a thin porridge for a few 
cents a day, but that leaves them as cold as the information that the chemicals 
m their bodies are worth less than a dollar Anyone who has kept a family 
budget knows that the necessities of life, the absolute musts, have little to do 
with the minimum physiological needs of food, clothing, and shelter necessary 
to keep life flickering 

During the Great Depression that followed the stock-market crash of 1929 , 
It was fashionable for popular writers to announce the repeal of the “law of 
scaraty” saying that we had moved into a new scientific era in which the 
economic system knew how to produce more than could be consumed This 
was qmte wrong Such obseriers were perfectly right in poinang out that the 
system could produce more than we were then consuming, that nobody knew 
quite how to correct this, and that the problem of technological unentploynmt 
could not be shrugged off lightly They were also right m pointing out that 
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“freedom from (physical) want” could be achieved for the more productive 
parts of the globe if only unemployment could be banished. But they should 
also have realized, as the war period has since helped to confirm, that even 
with all resources working at top eflidency the average standard of living 
would be a quite moderate one compared to what we please to call the “Ameri- 
can way of life,” as revealed, for example, in rosy magazine advertisements. It 
is shown in Chap. 4 that dividing up equally the 1929 full-employment income 
among every man, woman, and ciuld would still yield only an average of $15 
per person per week. Even today, the figure would not exceed $25. Smashing 
the atom to liberate its internal enei^ would still not bring us near to the state 
of “bliss.” There can be no shortage of useful work to be done. An infinite 
number of tunes arc still to be written. If ever consumption needs should be 
sated— which is unlikely— there would always remain the alternative of 
leisure, recreation, and the other elements that go to make up the good life. 

Today one hears the expression “secular stagnation” applied to our economy, 
and we shall discuss this concept at some length in later chapters. But what- 
ever this means, it does mt mean that our productive' polrafirt/filfj are ceasing 
to grow or that human and social wants and needs are becoming satiated. 
Nevertheless, there is a real possibility to be feced that it is as hard for wealthy 
nations to avoid unemployment without drastic action as it is for a camel to 
pass through the eye of a needle. But more of this anon. 


B. THE TECHNOLOGICAL CHOICES OPEN 
TO ANY SOCIETY 

THE PRODUCnON-POSSIBIUTY OR TRANSFORMATION CURVE 

We have discussed the basic ecmiomic fact that l imitatm of the total re - 
s ources capable of p r odncinv diff e rent c o rnmndiries n ecessitates a chnire hp- 
t ween relatively scarce commoditie s. This can be illustrated quantitatively 
by simple arithmetic examples and by means of geometrical diagrams. It has 
been found that diagrams and graphs are important visual aids in many parts 
of economics, so that a little care at the beginning in understanding them will 
be rewarded manyfold later on. 

Consider an economy with only so many people, only so much technical 
knowledge, only so many factories and tools, only so much land, water power, 
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and natural resources In deciding A\hat diall be produced and how, the econ 
omy must really deade just how these resources are to be allocated among the 
thousands of different possible commodities how much land shall go mto 
wheat culovation or into pasturage, how many factories will produce hair 
pins, how much skilled labor shall go mto machine shops, etc 

Tbs IS very complicated even to discuss, much less to do Let us, therefore 
simplify (idealize, abstract) and assume that there are only two different goods 
or classes of goods to be produced For dramatic purposes, let us consider the 
famous pair, butter and guns, wo commodities popularly used to illustrate 
the wartime problem of choosing between civilian and military production 
Those who are w ar u eary may substitute any other tw o commodities such as 
bread and wine, or if they are teetotalers, bread and hyacinths, or for prosaic 
souls, food and clothing 

Now, if all resources are thrown mto the production of civilian goods or 
butter, there w ill still be at most some maximum amount that can be produced 
per year The exact amount depends upon the quantitative and qualitative 
resources of the economy in question and the technological efficiency with 
which they are used Let us suppose that 5 (million) pounds of butter is this 
maximum amount that can then be produced in the existing state of the tech 
nological arts 

At the other extreme, let us imagine that 100 per cent of society s resources 
w ere to be dc\ oted to the production of guns ‘ Onl\ some maximum number of 
guns could be produced, say, IS (thousand) guns of a certain description can 
be produced if w c are w illing to produce no butter 


rxBLt 1 AlternaWwe Possibthues m the Productm of Butter and Gms 



1 

B 

i 

C 

1 
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Butter millions of pounds 

0 

1 

2 

J 

4 


Guns thousands 

IS 

1 

14 

12 

9 
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These arc the extreme possibilities In between there are still others If 
we are willing to gi\c up some butter, we can have some guns, if we arc 
w illii^ to give up some guns we can ha\c some butter A schedule of a number 
of possibilities is gi\cn in Table 1, with T being the extreme where all butter 

^Of course, this could not really happen because without some cnilian production the 
society could not Inc But wc arc considenni, possibilincs the subjuncme mood not the 
indicanve 
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and no guns are produced, and A being the opposite extreme where all r^ 
sources go into guns. In between, at E, D, C, and B, butter is increasingly 

AITERNATIVE PRODUQION POSSIBILITIES 
BUTIER (MIlllONS OF IDS) OUNS (THOUSANDS) 

^ ddddd 

0 B ddddd d-dddd dddji 
0 0 c jidd-dd ddddd dd 
0 0 0 ® ddddd d-ddd 
0 0 0 0 ^ ddddd 


0 0 0 0 0 f 


being given up in return for more guns. Butter is “transformed ’ into guns, 
not physically but by diverting resources from one use to the other. 

Our numerical schedule can also 


be represented diagrammatlcally by 
Fig. 1, which should be self-explan- 
atory. 

It may be even more illuminating 
to represent this same production- 
possibility or production-transform" 
ation schedule by measuring butter 
along the horizontal axis and guns 
along the vertical, as in Fig. 2. 

The student should, of course, be 
able to go directly from the numeri- 
cal table to the final dia g ram ; by 
counting over 5 butter units to the 
right in f and going up 0 gun units; 
in £, by counting over 4 butter units 
to the right and going up 5 gun 
units; and finally in A by going to 
the right 0 butter units and up 15 
gun units. 


POSSIBILITIES OF TRANSFORMING 
BUHER INTO GUNS 



Butter (millions of lbs.) 
riG. 2. Each point shows the maximum 
amount of guns obtainable at full employ- 
ment when different amounts of butter are 
to be produced. 


We may fill in all intermediate positions, even those involving fractions of a 
million pounds, or of a thousand guns, as in Fig. 3. 
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The curve that we now have represents the fundamental fact that a foil 
employment economy must always m producing one good be giving up some 
thing of another This assumes, of course, that at least some resources can he 
transferred from one good to another, eg, steel is used for guns and also 
enters into the production of butter via farm machinery 


THE ' PRODUaiON - POSSIBILITY’ 
OR "TRANSFORMATION" CURVE 


G 



Butler 


riG 3 This shows how society can choose 
to substitute “guns for butter,” assuming 
a given state of technology and a given 
total of resources Any point inside the 
curve, such as U, indicates that resources 
are not being fully employed in the best 
known way Source Table 2 A smooth 
curve has been passed through the porats of 
the previous figure 


SuMtttit m IS th e law of Lfe la j 
full-employment economy Butul^ 
if there had been widespread unem 
ployment of resources idlemen, idle 
land, idle factories? We have already 
warned that our economic laws may 
then be quite different And this is 
(me such instance 

With unemployment we are not 
on die transformation or Producnon 
possibility curve at all, but some 
where mstde it, say at U, producing 
only 2 (milhon) pounds of butter 
and 4 (thousand) guns If resources 
are idle, by putting them to work, 
we can have more butter and more 
guns We can move from U to D or 
E, thereby getting more butter and 
more guns 

Tills throws light on the differ 
ent important historical wartime 
experience of three countries the 
Umted States, Germany, and Russia 
After 1940, the United States was 


able to become the “arsenal of demcraracy” and to en)oy civilian living 
standards higher than ever before, largely by taking up the slack of unemploy- 
ment Hitler Germany s war effort began in 1933, long before any formal 
declaration It stemmed from a period of unemployment acute enough to win 
him the votes necessary to get into power peacefully But the total extra 


output made possible by taking up unemployed workers and plants was almost 


completely siphoned into war goods rather than into higher civihan consump 


tion The Russians, having no unemployment before the war, were already 


on their Production-possibility curve They had no choice but to substitute 


war goods for civilian production— -with consequent privation 
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INC REASING CO STS 

Our transformation curve, sloping as it does rightward and downward 
from northwest to southeast), summarizes the fact of substitution and choice 
between commodities at full employment. Bnt curving out as it does, a further 
important economic principle is illustrated: as iix want wore of a good, we must 
usually pay a higher cost for it; we must give up more and more. 

The reader should verify that, in reversing the picture and thinking of giving 
up guns and taking on butter, costs of butter in terms of guns will be ever 
increasing. Thus the relationship is perfectly symmetrical. 

The plausibility of the above general results may be increased if we con- 
sider that the first few guns can be produced in part with the kind of resources 
that are no good for butter anyway. If more guns are wanted, we must use 
resources that are quite valuable fqr butter production. And if we insist upon 
having all guns, we must be prepared to take farm land and farmers, which are 
very efficient in the production of butter, and transform them to the production 
of guns even though they can produce only very little in this sphere. Thus, 
increasing costs are to be expected.^ 

ECONOMIES OF MASS PRODUCTION: DECREASING C OSTS 

The above figure and reasoning assume that increasing costs set in from the 
very beginning. Actually, at first, there will be a countertendency that must 
be overcome before inaeasing costs will set in. This is the widely appreciated 
technological fact that many processes mcrease in ^ciency as their scale increases. 
Among the causes of such “economies of mass production,” to which we owe 
the great productivity of modem industries are (1) use of nonhuman and non- 
animal power sources (water and wmd power, steam, electricity, turbines 
and internal-combustion engines, internal atomic energy); (2) automatic self- 
adjusting mechanisms (lathes, jigs, servomechanisms) ; (3) use of standardized, 
interchangeable parts; (4) breakdown of complex processes into simple 
repetitive operations; (5) specialization of function and division of labor; and 
many other technological factors. The automobile production assembly line or 
‘ Even if resources could be divided into two uniform classes, such as homogeneous land 
and homogeneous labor, increasing costs would still result from the fact that guns and butter 
do not require the same proportion of these resources. Butter takes more land, and guns 
require relatively more labor. As we give up butter and substitute guns, the law of increasing 
costs sets in because there is released too little labor from butter production relative to land 
released. The result is a dilution of the amount of labor per unit of land in gun production 
(and, paradoxically, in butter production too). The next section shows that a change in the 
proportion of factors is responsible for diminishing returns to the abundant factor. It could 
also be shown that it will cause diminishing returns of one good in terms of the other. , 
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the historical dcvelqiment of modem textile spinning and weaving typify 
these diverse factors 

Upon thought it will be obvious that each of these economies or savings 
comes into full play only if a large enough number of units is being produced to 
make it wonh while to sec up a fiiirly elaborate productive organization If 
only a few guns are to be produced, they might )ust as well be produced by 
hand, but if resources are available to produce many thousands, it will pay to 
make certain elaborate imtial preparations which need not be repeated when 
sail more umts are to be produced Thus, it might come about that, unlike our 
simplified picture above, we would have to pay two butter umts for our first 
gun umt, but to get sail another gun umt we would have to pay only one 
butter umt because of the effiaency of mass producaon, which is a case of 
decreasing rather than increasing costs 
Thus, at first there might not be increasing costs But finally, when the 
largest and most effiaent gun factory size had been built, so that no further 
economies of scale could be realized, then the law of increasing costs might 
again come into its own So if we are to be careful, we must say beyond some 
pomt, the lav of increasing costs is bkely to become operative 
Actually m the postwar period it appears that the great production per 
formance of the American economy was due not only to putting idle resources 
to work and to working overame hours and multiple shifts, but also m an 
important measure to the econmnies of large-scale producaon that we have 
been discussing * 

THE TAMOUS LAW OT DI MINISHING RET URNS 

Underlying the previous discussion of increasing costs is a well-known 
technological economic relationship — ^the so-called “law of diminishing re 
turns ” The validity of this law is tw ice blessed by the theorists who think 
they have proved it deducavely on a prion grounds, and by the empiricists v ho 
regard it as a uraversally observed technolt^ical fact' 

The law of diminishing returns refers to the amount of extra outpit obtained 
w hen we add more and more of some one input, or class of inputs Thus, sup- 
pose food IS produced by the cooperation of two resources labor and land 
If w e add 1 man-year of labor to 100 acres of land, w e may get a number of 
thousands of bushels of corn at harvest nme But if, on the same plot of land 
we add sail another man-year of labor, w e shall probably get not quite so many 
extra bushels of com Adding a third man-year of labor to the same land will 
result in a still smaller increase m produaion 
Table 2 provides an arithmetical illnstraaon of the law of diminishing returns 
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table 2 ShoiDmg How Returns m Terms of Output Diminish When 
Successive Units of Labor Aie Added to 100 Acres of Land 



Why have diminishing returns set in’ Pnmanly, of course, because if more 
workers are added, each has less and less acres of land to work with The 
fixed factor of production, land, has decreased m proportion to the vanable 
input, labor If n e aow d the land even further, we may by intensive cultivation 
of the soil sail get some extra com, but the amount of extra com will become 
less and less 

VVfe may summarize the law of dimmishii^ returns as follo^\ s 

{/In increase in some inpits relative to other comparativel) fixed inputs 
will cause output to increase, but after a point^ the extra outprt resulting 
from the same additions of input amll become less and less, this falling off 
of extra rearms is a consequence of the fact that the new “doses” of the 
varying resources have to work with less and less of the constant resources^ 

'At first the countertendency of increasing mass production efficiencies may outweigh 
the tendeney toward diminishing returns But ultimately diminishing returns will win out 
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C THE UNDERLYING POPULATION BASIS 
OF ANY ECONOMY PAST AND FUTURE 
POPULATION TRENDS 

THE MALTHUS THEORT; OF POPULATION 

There is an important and interesting apphcaoon of this m the field of 
populaaon Around 1800, Thomas Robert Malthus, a >oving Eoghsh clergj 
man, used to argue at breakfast against his father’s Mew that “E\ery day m 
every w ay, the human race is getting better and better ” Finally the younger 
Malthus became so agitated that he wrote a book about it His femous “Essaj 
on the Prinaple of Population” (1st ed, 1798) was an mstantaneous best 
seller, going through several editions and for a century mfiuenang the thmlm g 
of people all o^e^ the world (includmg Charles Darwin, the eitpositor of the 
fiunous doctnne of biological e\olution) It is soil a hving today 

Malthus’ % lew s are based directly on the law of diminishing returns, and thej 
cononue to hat e relevance 

Malthus first took the obsenaoon of Ben}amm Frankhn and others that, 
m the American colonies or m other places where resources are abundant, 
populaoons tend to double etery 25 years or so This is less surpnsing than it 
seems since, except for early deaths, an a\ erage of only four or five children 
per family would be required to maintain this “compound interest” rate of 
growth Malthus postulated, dierefore, a tmuersal tendency for population— 
•unless checked by food supply ' — to grow at a geojiietric progression Now anyone 
who lets his imaginauon roam knows how rapidly geometric progressions 
grow — how soon 1, 2, 4, 8, 16, 32, 64, 128, 256, 512, 1,024, , becomes 

so large that there is not space in the world for all the resulting oflFspnog to 
stand ' 

Malthus, Sr , would to all this only say, “So what’” Consequently, at this 
point Malthus unleashed the devil of the law of diminishing returns As popu 
laaon doubles and redoubles, it is exactly as if the globe were bailing in size, 
unnl finally it had shrunk so nrach that food and subsistence &11 below that 

^ At 6 per cent compound interest, money doubles in ^alue erery 12 years It has been 
estimated that the $24 received b> the Indians for theislandofiManhattanwould if deposited 
at compound interest be toda) worth at least as much as all real propert) on the island 
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necessary for life Because of the law of dimimshing returns, food cannot keep 
up the geometric progression rate of growth of population 
Mind you, Malthus did not say that population tmild increase at these rates 
This was only its tendency if undiecked He considered it an important part of 
his argument to demonstrate that, in all countries in all times, checks were 
operanng holding population in In the first edition of his n ork he put emphasis 
on psitive checks that operate to increase the death rate pestilence, famine, 
u ar, etc Later he relented from this gloomy doctrine to hold out hope for the 
human race through preventive checks operating on the birth rate Although 
the birth control movement is often called Neo-Malthusianism, Malthus him- 
self, being an early nineteenth century clergyman, advocated only moral 
restraint uith prudential postponement of early marriages until a family could 
be supported In fact, he had enough of his father in him to think the struggle 
for existence an illustration of the wisdom of the Creator, and we can picture 
Malthus, Jr , discussing o\er a hearty breakfast with his own daughter how 
dimimshing returns keeps poor people firom getting soft and lazy and how great 
are the advantages of “virtuous celibacy 
This important application of diminishing returns illustrates what profound 
effects a simple theory can have Maldius significantly altered thinking for a 
century, providing the basis for the mneteenth century English poor law s, 
whereby desutution was considered a result of laziness and unemployment a 
state to be made as uncomfortable as possible, also he bolstered the argument 
that a trade union could not imprm e the welfare of w orkers since any increase 
m their w ages w ould only cause them to reproduce until there w as apin barely 
enough to go around 

Despite the tons of statistics in later editions covering many countries, it is 
today recogmzed that his view s were oversimplifications In his discussion of 
dimimshing returns, he never anticipated die miracles of the industrial ret olu- 
tion which m the next century were to shift producuon transformation curt es 
mfward and make possible better standards of litmg for more people At 
the same ome medical advances w ere prolonging human life and further lessen- 
ing the positive checks to population Nor did he realize that after 1870 in most 
Western nations, including the United States, femily /rrti/10 as measured by 
actual number of children w ould begin to fall far short of ftmily fecundit:^, or 
bidogical reproductive capacity The average student need only consider the 
difference in size of his owm family and that of his grandparents or parents to 
realize that for modem nations the problem in the years ahead is that of under- 
rather than overpopulation Nevertheless, the germs of truth in his doctrines 
are important still for understanding the population behavior of India, China, 
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and other parts of the globe v here the balance of numbers and food supply is a 
vital factor 


TABLE 3 Estimated Poptdattm of the World and Its Distributm 


SecDons of the world 

Populaoon millions 

1800 

1939 

Europe 

188 

542 

North South and Central America 

29 

273 

Asia Africa and Oceania 

/02 

1 265 

World 

919 

2080 


Source W S Thompson Plenty of People, Jacques Cattcll Lancaster Pa 
1944 

Table 3 show s how the peculation of the w orld has more than doubled since 
1800, while the population of the New World has increased almost tenfold 
This increase w as made possible mainly through the declimng deadi rate 
resulnng from scientific advances m medicme and from the improted bting 
standards made possible by the industnal revolution Life expectancy has 
increased from 18 ) ears in 1800 to about 68 years at present, ^ and standards of 
living far exceed that of any pre\ious century Morco\er, the parts of the 
w orld w here population is held in by food supply are shown in the table to ha\ e 
been of declimng percentage importance But will this last’ 

AMERICA AND EUROPE FACE DEPOPULATION 

At the end of World Whr I men soil feared the Malthusian curse of over 
populaoon They wrote books with such alarming titles as “The World Faces 
Over populaoon” and “Standing Room Only'” But )ust as these books were 
coming w et off the presses, w estem Eurqie and the Umted States w ere under 
going a profound reiolution in pqiulaoon 

Only now , a generaoon later, is this begimung to be understood Toda) the 
pendulum has swTing to the other extreme with the best sellers bearing such 
flashy odes as “The Twilight of Parenthood’ and “England Without 
People ' 

How can we account for this sudden change of tune’ Are not births still m 

*L I Dubun and A J Lottka Length of Life The Ronald Press Company New 
York 1936 
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excess of deaths in England, France, Sw eden, Germany, and the Umted States? 
Why then this fear of an impending decline in pqnilanon? 

The answer is not hard to find Since 1870 — even earlier in France— birth 
rates have begun to drop in most countries of western European civilizanon 
After World 'Wat I, and especially after the Great Depression of the 1930’s, 
the drop became precipitous The alarming nature of the crisis in births u as 
hidden for a time by ttvo factors that are uxelevant for the long run trend 
First, the miracle of scientific medicine has been reducing the death rate, 
especially in connection uith the infectious diseases responsible for deaths 
prior to the middle and old ages ^ 

The second and more important ftictor explaimng the failure of people to 
realize the population crisis comes from the distortion of crude birth rates and 
death rates resulnng from the fact that the Umted States and vxstem Europe 
temporarily have an rmusually large number of women (and men) m the child 
bearing age groups ^ Because so many uomen are at the ages of motherhood, 
the number of births appears disarmingly hi^ But so low has the number of 
children per mother become, that in the future, when the temporarily swollen 
number of young adults has disappeared, the populaoons of England, France, 
Sweden, Germany, and perhaps the United States will go downhill At least 
this is inevitable unless there is a fundamental change in family psychology and 
social behavior 

Figure 4 show s the progressive shifts in our population totvard more and 
more old people and tow ard a lower percentage of children, and eventually of 
young adults The problems that this trend will aeate for the financing of old- 
age security will be touched upon later 


THE NET REPRODUCTION RATE 

The true state of affairs as to population trends was revealed to us by a 
little arithmetical trick Instead of concentrating on crude births and deaths, 
someone got the bright idea of asking, What is the total number of girl babies 
that xvill have been bom to 1,000 newborn girl babies by the time they hate 
a completed their life spans? If this total of daughters is exactly 1,000, then 


T *‘>•'5 ™" population trend because once the death rate prior to the age 
as Tvil 7 there » little room for further improvement Moreover 

Ion f ha r ''Oeping old people alive 

longer has only temporary effects on population trends 



28 CENTRAL PROBLEMS OF EVERY ECONOMIC SOCIETY 


we say that the vet repToductum rate is 1.0, and the population will just hold its 
OW'D in the long run. 

If only 900 girl babies are bom to eadi 1,000 girl babies throughout their 
lives, then the net reproduction rate is only 0.9— and ulrimately the population 
will beg in to decrease at the rate of 10 per cent per generation. On the odier 
hand, if each 1,000 women leave 2,000 daughters behind them (who will leave 

PROPORTION OF POPUUTION IN EACH AGE 
DISTRIBUTION OF TOTAL POPULATION 



fig. 4. This shows clearly the decreasing proportion of children m die population and 
the present-day swollen numbers of adults. It also indicates the growing importance of 
older people. Source: “The Problems of a aanging Population,” National Resources 
Committee, 1938. 

4.000 daughters behind them, etc.), thoi die net reproduction rate is equal to 

2.0 and the population will ultimately grow at a rate of 100 per cent increase per 
generation. 

The exact computatiion of the net reproduction rate for a given group is not 
too difficult if the necessary statistical data axe available. From past morality 
data collected by insurance companies, we know what fraction of the original 

1.000 women are likely still to he ahve at die ages of 15, 20, 25 , . . . , and 
50 years. From data on the number of likely births to women of each of these 
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ages— data that.this country has often neglected to collect— we are able to 
calculate just how many babies our group of women w ill have throughout their 
entire lives A little less than half of these will be girls, and this number of 
girls divided by 1,000 is the net reproduction rate ^ 

A few sample recent net reproduction rates are United States (1939-1941) , 
101, Sweden (1941), 0 84, Germany (1936), 0 93, France (1939), 0 9, 
Italy (1935-1937), 1 13, Soviet Union (1935), 1 4 or over. United Kingdom 
(1944), 0 99, Japan (1937), 1 44 

The population crisis of our age may be summarized in the statement that 
the net reproduction rate is beginning to drop below unity in England, France, 
Germany, Sweden, and many other countries The United States is balanced 
just around unity, and if it m ere not for the fact that our rural and Southern 
areas still have high net reproduction rates, we would be below the level 
necessary for population replacement, much less grow th Eastern Europe and 
Russia still have 1 ery high net reproduction rates India and the Orient tend to 
have high fertility rates, but so few girls survive to adulthood and through the 
years of childbearing that their net reproduction rate does not greatly exceed 
unity 

An economics textbook is not the place to analyze the causes underlying 
these fundamental trends In a sense, they are noneconomic For as everybody 
knows, poor people have on the average many more children than wealthy 
Harvard and Vassar students are not reproducing themsehes Nor are Michi- 
gan State and Oberlin students, nor most aty dw cllcrs who have gone only to 
high school " 

On the other hand, the ups and dotvns of die business cycle do affect mar 
nages and births Not all of the recent war and postwar crop of babies can be 
attnbuted to the war and the Selecnve Service Act In considerable measure 
they reflect the depression backlog of deferred marriages and births The same 

* The net reproduction rate can increase only if the birth rate per woman of each age 
rises or if few er women die in infancy and pnor to the completion of the child bearing ages 
Keeping older people alive or having the same number of babies at an earlier age will 
increase the population only in the short run but will have no effect on whether the popu 
lation will ultimately be declining 

2 Most authorities believe that the decline is to be explained by social rither than biological 
factors Thus the French Canadians who have high birth rates came from just those ruril 
regions of France with the lowest rates Second generation Italians and Jewish city dw cllef s 
show greatly reduced rates as do Negroes who move from the South to the North Some 
of the highest net reproduction rates arc among the white people in the Southern hillbilly 
regions of the Appalachian Plateau Ironically the highest rates of all are to be found 
among— of all peoples— the American Indians suggesting that w e may yet give the country 
back to the Indians 
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effect of prosperity on births has been seen m neutral countries like Sweden 
m England, m Nazi Germany, and less comprehensibly, even m occupied 
countnes like France and Norway 

Statistical experts warn us that the recent bumper crop of babies gives us no 
grounds for complacency w irfi respect to the future maintenance of population 
Most of the upswing appeals to have been m first and second children' This proves 
nothing, since most of these would have been bom anyway and were simply 
bom earher than otherwise Unless a substantial number of families follow 
throu^ with third, fourth, and fifth duldren, the net reproduction rate will 
fall below unity A society m w hich parents think that “a boy and a girl w ould 
be nice" is doomed to ultimate eictinction, since two duldren per family are 
not enough to make up for those who die at young ages, who never marry, or 
who have childless marriages Governments are bestirring themselves to do 
something about the situation Canada, for example, has introduced a system of 
family allowance payments depending on the number of children Although not 
much has been done yet, we shall undoubtedly see more drastic government 
population pohaes m the next decades 

Table 4 shows the best present estimates of future populations for certain 
countnes Note the high estimate for die Soviet Umon, where net reproduction 
rates have a long way to fall until they reach unity, and note the remarkably 
low figures for France and England ' 

TABLE 4 Estimated Future Populatum of Different Countries ml970 
(AH data m millions) 


Country 

1940 

1970 

United States 

132 

160 

England and Wales 

41 

37 

France 

41 

37 

Soviet Union 

174 

251 

Sweden 

6 3 

5 8 

Italy 

44 

49 

Europe and USSR 

572 

668 


Source All data except those for the United States taken from Frank W Notestein, 
“The Future Populanon of Europe and the Soviet Union Populaaon Projecuons 
1940-1970,” league of Nations, 1944 United States esumate made with the help of 
Warren S Thompson, “Estimates of Future Populanon of the U S 1940-2000 
National Resources Planning Board, 194J, but taking into account the wartime 
experience AH data rounded off to nearest million 
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A military strategist might be interested in these figures from a pow er stand- 
point 'Ws shall later be concerned with iheir bearing on demand for die prod- 
ucts of wheel-chair factories radier dian diose producing baby buggies, on the 
number of our old folks in need of soaal security, upon the Ie\ el and grow th 
of investment in our economy, and upon our chances of maintaimng full 
employment ^ 


SUMMARY 


A PROBLEMS OF ECO^O^UC ORGANIZATION 


1 E\ery economy must somehow sohe the three fundamental economic 
problems what and how much shall be produced of all possible goods and 
services, how shall economic resources be used in producing these goods, for 
whom the goods are produced, 1 e , what is the distnbution of income among 
different indn iduals and classes 

2 Different societies meet these problems in different w ays— by custom, in 
sanct, fiat and decree, and in our own system partially through a price and 
market system Other subjects than economics are imohed in each of these 
questions psychology and sociology, science and engineering, ethics, and 
eien theology 

3 The basic problems are important because of the fundamental fact of all 
economic life with limited resources and technology, standards of li\ mg are 
limited Economic goods are scarce rather than free, society must choose bc- 
tw een them because not all needs and desires can be fulfilled 


B TECHNOLOGICAL CHOICES OPEN TO SOaEn 

4 With gnen resources and tcchnolog>, the produenon choices open to a 
nation bcMeen wo such goods as butter and guns can be summarized in the 
Production-possibility cunc or sdiedule This indicates how butter can be 
transformed into guns by transferring resources from butter to gun production 

5 Usually diere will be increasing costs (in terms of sacrificing one good) 
‘ The interested read^ may consult the following bools T R Malthus “Essa^ „„ the 

Principle of Population ” 1798 R R Kuczjmski, -The Balance of Binhs and Deaths 

f ™ '’28. a short readable explanation of the 
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of getting more of another good, but at first, economies of mass production 
may reverse this tendency 

6 The law of diminishing returns asserts that, after a point, as we add more 
and more of a variable input (hke labor) to a fixed input (like capital) the 
amount of extra product will fall oflF This law is really just a matter of proper 
tions — ^the varying input has less and less of the fixed input to work with 

C UNDERLYING POPULATION BASIS OF ANY ECONOMY 

7 The Malthus theory of pqjulanon rests on the law of dimimghm g rg. 
turns He thought that a populaaon — ^if unchecked' — would tend to grow m 
geometric rate, doubling every generanon or so However, each member of die 
growing population would have less resources to work with Therefore, 
because of diminishing returns, income would fall so low as to lead to stam 
non and pestilence 

8 For a century and a half after Malthus, populations grew by leaps and 
bounds everywhere But so successful were the improvements of technology 
and m medicine that improved death rates are responsible for most of the 
inaease 

9 Since 1870, birth rates have b^un to fall Today, western European 
nations and the United States are at a populaaon crisis unless social habits 
change and net reproduction rates are brought up to 1 0 or more, each of 
these countries faces ultimate population decrease in the near or distant 
future 


QUESTIONS FOR DISCUSSION 


1 Without looking at die next chapter, can you anticipate how our price system 
through supply and demand solves die three problems of economic organization’ 

2 Attack or defend the social creed ‘ From each according to his ability lb each 
according to his need What is your philosophy on the third quesaon of For Whom’ 

3 Instead of choosing between war goods and peace goods, soaety may choose 
between present emstmpUm and praductm of future capital goods Draw a hypothencal 
Production possibility curve indicating this choice 

4 What would happen to the transformation curve if all services (populanon 
land, etc ) increased in amount’ What would happen to it if scientific inventions in 
creased the productivity of given resources’ WTiat if these improvements were only 
in butter production and not in guns’ 
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5. If land were increased in a number of stqjs and labor were held constant, would 
the law of diminishing returns hold? Illustrate and tell why. 

6. How many were there in your grandparents’ family? in your parents’ family? 
How many do you think there will be m your own family? 

7. “Population pressure doesn’t cause war as is commonly believed. Carefiil study 
suggests that cause and effect are just the reverse. Nations which want to expand try 
to persuade their citizens to grow in numbers so that the nation will be militarily 
strong and tvill have a pretext for expansion. Examples are Italy, Germany, and Japan.’ ’ 
Discuss. 



Chapter 3 : functioning 

OF A “MIXED” CAPITALISTIC 
ENTERPRISE SYSTEM 


A MIXED ENTERPRISE SYSTEM 

Most of our attenuon w ill be devoted to the special features of economic 
life found in twentieth-century industrial nations (w ith the excepaon of Soviet 
Russia) In most of these countries, there was a trend in the past few centuries 
toward less and less direct governmental control of economic acavity as 
feudal and preindustrial condmons were replaced by greater emphasis on what 
IS loosely called “free private enterpnsc” or “competitne capitalism ” Long 
before this trend had approached a condition of laissezfmre (le, of complete 
governmental noninterference with business), the tide began to turn the other 
way 

Since some ume in the mneteenth century, in almost all the countries under 
consideranon there has been a steady increase in the economic functions of 
government We may leave to histonans the task of delineating the important 
factors underlying this significant and all-pervasive development Suffice it to 
say here that ours is a mixed frec-enterpnse economic system m which both 
p ublic and private institutions exercise e conomic control 

The first part of this chapter shows how our mixed system tackles the three 
problems of economic organization which we ha\e seen must be answered by 
all soaenes The last sections of this chapter deal with some fundamental 
characterisncs of the present econonuc order 

34 
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A. HOW A free-enterprise system 

SOLVES THE BASIC ECONOMIC PROBLEMS 

NOT CHAOS BUT ECONOMIC ORUEK 

Now the remarkable fact is not how much the povemment docs to control 
economic activity— tariff legislation, purc-food laws, utility and railroad regu- 
lations, minimum-wage regulations, fair-labor-practicc acts, social security, 
price ceilings and floors, public works, narional defense, national and local 
taxation, police protection and judicial redress, zoning ordinances, municipal 
water or gas works, etc. — but how much it docs not do, ct'cn in time of war 
when controls multiply.O^undrcds of thousands of commodities arc produced 
by millions of people more or less at their oum volition without central dircc- 
, rion or master plan) 

In a system of free private enterprise no individual or organization is con- 
sciously concerned with the triad of economic problems discussed in Chap. 2. 
This is really remarkable. To paraphrase a famous economic example, con- 
sider the city of New York. Without a constant flow of goods in and out of the 
city, in a week it would be on the verge of stamtion. More than a variety of 
the right kinds and amounts of food is involved; from the surrounding hinter- 
land, from 48 states, and from the far comers of the world, goods have been 
traveling for days and months with New York City as their destination. All 
this is undertaken without coercion or centralized direction by any conscious 
body! 

How is it that 7 million people arc able to sleep easy at night without 
living in mortal terror of a breakdown in the cLiboratc economic processes 
upon which the city’s existence depends? 

This alone is convincing proof that a competitive system of markets and 
prices— whatever else it may be, however imperfectly it may ftinction— is not 
a system of chaos and anarchy. There is in it a certain order and orderliness. 
It works. It functions. Without intelligence it solves one of the most complc.x 
problems imaginable, involving thousands of unknown variables and relations. 
Nobody designed it. Like Topsy it just grew, and like human nature, it is 
changing; bur at least it meets the first test of any social organization— it is 
able to survive. 
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Enough of these oh’s and ah’s Vtk shall hate plenty of occasion to analyze 
further the nature and functioning of a pnce sj stem Right here in the beginning 
It IS just as uell to shp the antidote to those \tho, in reacang away from the 
extreme t lew of the economic system as chaos, go to the opposite extreme and 
regard it as perfecaon itself, the essence of pro\ idential harmony 

E\ en Adam Snuth, the canny Scot w hose monumental book, “The Wealth of 
Nanons” (1776), rqiresents the beginnmg of modem economics or political 
economy — e\ en he w as so thrilled by the recogmtion of an order in the eco- 
nomic system that he proclaimed the mystical principle of the “im isible hand ’ 
that each indiiidual in pursuing only his owm selfish good was led, as if by 
an im isible hand, to achiei e the best good of all, so that any mterference with 
free competition b) got emment w as almost certain to be mjunous This un 
guarded conclusion has done almost as much harm as good m the past century 
and a half, espeaally since too often it is all that some of our leading citizens 
remember, 30 } ears later, of their collie course in economics Actually much 
of the praise of perfect competition is beside the mark As has been discussed 
earlier, ours is a mixed system of got emment and prn ate enterprise, as w ill be 
discussed later, it is also a mixed system of monopoly and competition It is 
neither black nor white, but gray and polka-dotted 

A cyme might say of free competition what Bernard Shaw once said of 
Chnsaamty theonly trouble with it is that it has net er been tried Thereneter 
w as a golden age of free competition, and compeuaon is not now perfect m the 
economist’s sense, probably it is becoming less so ct ery day, in large part 
because of the fundamental nature of large scale production and technology, 
consumers’ tastes, and business orgamzanon 

This does not mean that we must accept as inevitable the trend toward big 
business, mergers, trasts, and cartels that began to sw ell in the 1890’s We may 
not belies e ourseh es captains of our souls, but at least w e can try to be first 
mates \ igorous and intelhgent administration of antitmst legislation may 
stem the tide, but it is hkc the dog baying at the moon to expect unnersal 
creaaon of the atomistic conditions that we shall see arc necessary for perfect^ 
or pure compeonon It w ill not be easy , but our imperfectly compeaas e sy s- 
tem can be helped to w ork better By itself, this w ill not soh e the problem of 
unemployment or purchasing power, as is developed at length in the sa\mg- 
imestment analysis in Part Two 

THE PRICE SXSTEM 

Just how does the unconsaous automanc price mechamsm operate? The 
bare outlines of a competime profit-and-loss system are simple to describe 
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E vnytlmR has a pr ice: each commodity and each service. Even the different 
kinds of human labor hare prices, usually called “wage rates." 

Everybody receives money for what he sells, and uses this money to buy 
what he wishes. If more is wanted of any one good, say automobiles, a flood 
of new orders will be given for it. This will cause its price to rise and more 
to be produced. Similarly, if more is available of a good like tea tlian people 
want, its price will be marked down as a result of competition. At the lower 
price people will drink more tea, and producers will no longer produce so 
much. Thus equilibrium of supply and demand will be restored. 

(^^^lat is true of the markets for cons^ers’ goods is also true of markets for 
factors of produaionf^th as labor, land, and capital goods. If welders rather than 
glass blowers, are needed, job opportunities will be more favorable in the 
former field. The price of welders, their hourly wage, will tend to rise while 
that of glass blowers will tend to fall. Other things being equal, this will cause 
a shift into the desired occupation. Likewise an acre of Puerto Rican bottom 
land will go into sugar cultivation if the sugar producers bid the most for its 
use. In the same way, machine-tool production will be determined by supply 
and demand. Even the flow of money capital funds, between, say, Chicago and 
New York, will depend upon the relative interest rates or security prices pre- 
vailing in these two centers. 


In other words, we have a vast system of trial and error, of successive ap - 
proximation to an equilibrium system of prices and prodiierinn . When suppl y 


le ms have been simultaneously solved . 

'^OT 'wlim things arc produced is determined by supply and demand in the 
markets for productive sen’ices; by wage rates, land rents, and capital profits 
which go to make up everybody’s income— relative to everyone else and rela- 
tive to the whole. The character of the resulting distribution of income is 
highly dependent upon the somewhat arbitrary distribution of property 
ownership. 

•^How things are produced is determined by the competition of differe nr 
Fotos. The method that is cheapest at any one time, because of both 
^yMSSTefbcency and cost efficiency, will displace a more costly method 
me only way for producers to meet price competition and maximize profits 
IS to keep costs at a minimum by adopting the most efficient methods. For 

c 0 ,f rhe price o the one is in a certain relation to the price of the oLr; 

oLtS"" rT r P°"’er if the 

price of coal is below some critical level. 



38 “mixed” capitalistic enterprise system 

WhiA things wJl be produced is determined by the v otes of consume rs--nr.^. 
every two years at die polls but every day m their decisions to purchase thi 
iten and not that Of course, die money that they pay into business cash 
registers ultimately provides the payrolls, rents, and dividends that they 
receive in v eekly income Thus, the arcle is a complete one 

A compeoave system is impersonal but not completely so The cons umin g 
famihes J&ce business enterprises on wo fronts, with only prices in between 
One front is die widely dispersed one on which consumers buy thousands of 
small Items from a score of different retail establishments grocery, drug and 
department stores, movie theaters, gasoline stations, and electric pov er com 
panics, government post offices, landlords, railroad lines, and insurance 
companies 

On the other front relaaons are not always so peaceful To the feniily 
breadwinner his wage is not simply (me other price It is the difference be 
tween luxury and comfort, bew een comfort and pm ation The large corpora 
tion can afford to close down for a week or month if necessary, whereas the 
laborer feels inferior m bargaining power, and he may turn to collective bar 
gaming by means of trade unions By doing this he may at times be helping to 
restore competition, while at other times he may be causing conditions to 
det late still further from compeaaoa 

The above picture of competition tending toward lowest costs is a high!) 
o^ ersimplified one E^en if the system worked as described above— which 
everybody know s to be far from the case — ^it could not be considered ideal 
In the first place, goods go where there are the most votes or dollars John D 
Rockefeller s dog may receive the milk that a poor child needs to avoid 
rickets Why> Because supply and demand are working badly!* No Because 
they are doing what they are designed to do, putang goods in the hands of 
those who can pay the most 

Or, to take another example, suppose the im ention of automatic machines 
should cause the compeame price of labor to fall and thereby reduce incomes 
of the poor Is there any thing necessarily right in that!* On the other hand, 
should the fact that a man inherited 500 square miles of range land for which 
oil compames offer a million dollars per year, necessarily justify so large an 
income!* 

✓Imperfections of competition 

As w e said earlier, an equally serious draw back to the picture of the pric; 
system as described abo\e is the fact that, in the real world, competmon is 
nowhere near perfect Firms do not know w hen consumer tastes w ill change, 
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therefore, they overproduce in one field and underproduce in another. By the 
time they arc ready to learn from ex^jcricncc, the situation has again changed. 
Often nothing can be done about such mistakes because, like the weather, they 
are relatively unpredictable. But some of the mistakes that a flock of inde- 
pendent competitors make— for example, in all overbuilding as in 1929, or 
in continually entering the already overcrowded grocery-store business— 
would be lessened in an economy characterized by planning. (Of course, 
fiillible bureaucrats might perpetrate a scries of planning errors of their 
ovTi, and ne^v problems of indrindual liberty would be introduced.) Also, in a 
competitive system many producers simply do not know the methods of other 
producers, and costs do not fall to a minimum. One can sometimes succeed in 
the competitive struggle as much by keeping knowledge scarce as by keeping 
production high. 

An even more serious deviation from perfect competition results from 
monopoly tln tmts. These result in wrong pricing, distorted profit uses, incor- 
rect and wasteful resource allocation. A monopolist is not a fat, greedy man 
with a big moustache and cigar who goes around ^^o!ating the law. If he were, 
we could put him in jail. Ht is anyone important enough to affect the prices of 
the things that he sells and buys. To some degree that means almost every busi- 
nessman, except possibly the millions of farmers who individually produce a 
negligible fraction of the total crop. All economic life is a blend of competitive 
and monopoly elements. Imperfect, or monopolistic, competition is the pre- 
vailing mode, not perfect competition. 

Of course, as we shall later see, a businessman cannot set his prices com- 
pletely as he pleases and still make profits. He must take into account the 
prices of goods that arc substitutes for his own. Even if he produces a trade- 
marked coal with unique properties, he must reckon with the prices charged 
for other coals, for oil and gas, and for house insulation. But he is not compelled, 
as, we shall learn later, is a farmer in a perfect competitive market, to keep 
his priee from rising above the prevailing market price for fear of selling 
nothing. The fact that the ordinar}' busincsitman can .set his own price, instead 
of having to leave it up to an organized auction market, shows that he has some 
control over price and is not a perfect competitor in the economist’s sense. 
The further fact that he will gladly take on extra new business at his prevailing 
price is, as we shall sec, clear evidence that he is not like a perfectly competitive 
farm producer. 

The businessman both likes and dislikes competition. He likes it when it 
enables him to expand his market. But he is the first ro label it as “chiseling,” 
“unfair,” or “ruinous” when the knife cuts the other way. Occasionally he 
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will try to use the mechanism of competition to drive out rivals and create 
monopoly At other ames he n ill help to form a trade association to play do\x 
the effects of vigorous competition Of course, the n orker whose livelihood 
depends on how the market pnees his labor is also the first to howl when 
competiaon threatens to depress wages 
Some of the basic factors responsible for monopoly are inherent in the 
economies of large-scale producaon This is especially true in a dynamic 
world of technological change Atoimsac competition by numerous producers 
would simply not be effiaent m many fields and could not last Trade marks 


monopolistic competition in order to create a more tolerable and workable 
competitive regime 

We shall return in Part Three to a more microscopic examination of supply 
and demand After that discussion e shall be in a posmon to appraise the 
\’i orkings of the price system more judiaously We have seen enough already 
to avoid the errors of both extremes A compeotive price system is one u ay of 
organizing an economy, but it is not the only way Sail it is of interest that 
some socialists plan to conanue to use a price mechamsm as one part of their 
new soaety 

ECONOMIC ROLE OF GOVERNMENT 

It was said earher that ours is not a pure price economy but a mixed system 
in \shich elements of government control are intermingled with market 
elements in orgamzing producaon and consumption The economic role of 
government is so important now and will be so increasingly important in the 
years ahead that Chaps 7 and 8 are devoted to it 

The broad outlines of its influence can be briefly indicated here(^Democratic 
countries are not satisfied with the answers to the three questions, What 
How , and For Whom given by a perfectly unrestrained market system Such 
a system might dictate that certain people starve from lack of income and 
that others receive inadequate or excessne incomes Therefore the govern 
ment steps in w ith its ow n expenditure to supplement the real or money in 
comes of some individuals, eg, it may provide hospital beds for its ciazens or 
may present the more needy of them with monthly allowances in tune of 
unemployment or old age) 

More than this,Cit provides certain mdispensable collective services without 
which commumty life would not be thinkable, and which by their nature 


patents, and adverasmg are often responsible for still other monopoly elements 
It would be humanly impossible, therefore, to attempt to create perfect compeu 
non by law But w e can hope to shape, regulate, and influence our world o 
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cannot appropriately be left to prixTitc cntcrpriscs;)lncliidcd in these are the 
maintenance of national defense, of internal law and order, and the administra- 
tion of justice. By and large in its ciqjenditurc of money, it is behaving exactly 
like any other large spender. By casting sufficient votes in the form of dollar 
bids in certain directions, it causes resources to flow there. Tlie price system 
works just as if these were individual rather than collective needs. 

If governments financed all their expenditure by printing paper money or by 
endless borrowing, that would be almost the whole story. Actually most 
government expenditure is paid for out of taxes collected. It is here that an 
important element of coercion enters in. Of course the citizenry as a whole 
imposes the tax burden upon itself; also each citizen is sharing in the collective 
benefits of government. But there is not the same close connection between 
benefits and tax pa>'mcnts as holds when tltc individual citizen puts a quarter 
into a cigarette machine or makes an ordinat)’ purchase. 1 must pay a tax 
whether or not I choose to. 1 need not smoke Luckies or buy Nylon stockings 
if I do not wish to. 

Moreover, a second important form of coercion is involved in the univcr.s3l 
custom of passing governmental laws: thou shalt not smoke opium, thou shale 
not sell false weight, thou shalt not employ child labor, thou shalt not set a 
house on fire, thou shalt not charge more than the ceiling price for food, and so 
forth. Tliis set of rules provides the framework within which prisMte enter- 
prise functions; it also modifies the direction of that functioning. Together with 
government expenditure and taxation, the decrees of government arc hardly 
less important than the price system ir.self in determining the economic f.itc 
of the nation. It would be fruitless to tt}' to decide whether public enterprise or 
private enterprise is the more important— as fruitless as to debate heredity 
versus environment. Without cither our economic world would be an entirely 
different one. 

Finally, as wc shall sec in Part Two, it is part of the government’s func- 
tion to alleviate one of the most important causes of acute and chronic cycles in 
uncmplojTncnr. Espcclallyin wealthy communities likcourown.individuals as a 
whole may try to save much more or much less than the private enterprise can 
profitably or usefully invest in new real capital goods, ^^c .shall see that this will 
result in deflation or inflation and a distortion of the economy’s long-nin rate of 
progress. Clearly the government must trj- to use its full fiscal and monetary 
powers to enable private enterprise to maintain a steady level of high employ- 
ment and rising productivity. 
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B THE CAPITALISTIC CHARACTER 
OF MODERN SOCIETY 


There are th ree further important featu res of modern economic society 

1 Modem advanced industrial technology rests upon the use of vast 
amounts of capital elaborate machine equipment, large scale factories and 
plants, stores and stocks of finished and unfinished materials Our economj 
receives the name “capitahsm because this capital or “wealth is primarily 
the private property of somebody— the capitalist 

2 The present day economic system is characterized by an almost incredi 
bly elaborate degree of s pectdizatt m and intricate dtvtsvm of labor 

3 Finally, ours is a system that makes extensive use of mrniey The flow of 
money is the lifeblood of our system It also provides the measuring rod of 
values 

All these features are interrelated— with each other and with the pnce 
mechanism previously described Thus we shall see that an elaborate division 
of labor is possible only with the great facibty for trade and exchange that 
money provides Money and capital becane related through the credit acuvi 
ties of the banking system and through die organized capital markets upon 
which securities can be transformed into money by sale or vice versa And of 
course the relationship between the price mechanism and money is immediate 
and obvious 

CAPITAL AND nME 

First, let us survey the important economic role of capital If men had to 
w ork with their hands on barren soil, productivity and consumption would be 
very low indeed But gradually over tune our economic s> stem has been able 
to amass together a tremendous stock of instruments of production, of factories 
and housing, of goods in process Each such capital good adds to naaonal 
output, of course, but more important throughout its lifeame it adds to 
national output more chan it costs to have built it m the first place or to replace 
It after it is gone, it has a net prodactmty over and above all necessary “de 
preciation’ costs 

Men learned very early, therefore, that the simple direct methods of pro- 
duction could be improved upon by using indirect methods We who are inside 
the economic system are not consaous of how roundabout modem productive 
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processes are. An outside observer would be struck with the fact that almost 
no one m our system is ptodMcms finished goods. Almost everyone is doing 
work of a preparatory nature, with final consumption a distant future goal. 
The farmer .spends his time in fattemng hogs, the truck driver in carrying them 
toward market, the packer in advancing them further toward the last stage of 
consumption. A steel worker prepares pig iron, part of which will become a 
hammer to build a house; another bit will become part of a pig-iron furnace, 
which in turn will prepare pig iron to be used in making further hammers and 
more pig-iron furnaces, and so forth. 

And so the economic process goes — around and around like air inside the 
pipes of a French horn, or like the egg-chicken-egg-chicken-egg sequence of 
biological evolution. 

Each person is unconscious of the roundabout character of production be- 
cause all he has to do is to perform his own job and not worry himself as to 
where his output will ultimately go or whence come the raw materials to which 
his activity has added value. Even an outside observer of the system might not 
notice its complexity, once all the circular paths had become established and 
actitity became synchronized. In such a steady state each day would look like 
the previous one, and it would appear that the work of each day was producing 
the output of that same day. 

But this is an optical illusion. Time was required to get the process going in 
the first place. Human and nonhuman resources had to be put to work for a long 
time before any output came out from each new process. It is as if one had to 
blow into a huge French horn for some time to get the air pressure up before the 
note could be sounded. Gradually a steady state is reached when one is pump- 
ing air constantly in and receiving out a constant tone. Finally, if one stopped 
pumping air in, one would not incur the penalty of losing the note for some time. 
So in the economic world, we can stop replacing capital and begin to loaf for a 
while and still can hope to leave output undiminished for a spell while “milking 
capital.” 

The fact that it takes time to get things started and synchronized is impor- 
tant. It explains why society does not automatically replace all direct processes 
by more productive indirect ones; and all indirect processes by still more 
indirect processes. The advantage in doing so is balanced by the initial 
disadvantage of having to forego present constmiptm goods by directing 
resources from current production to uses that will bear fruit only after some 
time. 

To die extent that people are willing to save— to abstain from present con- 
sumption and wait for future consumption— to that extent society can devote 



46 “mixed’ capitalistic enterprise si stem 

him remember that its income is equivalent to a rate of $120,000 per century ' 
Under no circumstances can one add capital value, which has the dimension of 
dollars, to income, which has the dimensions of dollars per mtt tvnu 
But the market place does relate capital and income The factor that does so 
IS the mterest rate Thus a permanent source of income of $1,200 per year, from 
a comer lot or perhaps from a goose that never grows too old to lay golden 
eggs, can be bought at any one time for a fixed capital sum — say $30,000 
This IS called the “capitalized value” of such a “permanent income ” 

Looking at the same thing from the opposite point of view, a capital sum of 
$30,000 may earn, by being lent out or being invested in a security, a permanent 
income of $1,200 per year At the end of a quarter of a century such earning 
will have amounted to $30,000 (25 X $1,200), but the investor will have 
already spent them and still have his original $30,000 
There must be a magic factor relating income and capital The magic factor 
IS nothing but the interest rate Any one of the follow mg three formulauons is 
valid 

1 Annual income = interest rate (per annum) X capital value 
or 

I = tXC 

2 Interest rate (per annum) = annual income — capital value 
or, 

* C 

3 Capital value = annual income — interest rate (per annum) 
or, 



Let us illustrate the meamng of these three different expressions for exactly 
the same relation 

1 A w idow has $30,000 Her adviser tells her she can earn 4 per cent per 
annum on her money How much mcome will she receive each year? 

Obviously, C = $30,000 and * = 0 04, therefore, 

7 = 0 04 X $30,000 = $1,200 

^ It would only confuse the issue to point out that income would not remain constant 
over a century, or that rents are usually paid by the month and not by the year These 
are as irrelevant as the reply of Little Audrey, who when arrested for drivmg 75 miles 
an hour just laughed aud laughed because she knew she had only been out nding for 
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Am. Her yearly income is $1,200. 

2. Velvet Brown is granted a divorce from P. J. Brown. He makes a settle- 
ment upon her of a comer lot with a market value of $30,000. Its income, over 
and above all expenses, is $1,200. (In the Middle Ages this would have been 
called “25-year purchase” because the land can be sold for a sum equal to 25 
years’ annual rent.) What interest rate or )neld is she earning on her investment? 

Obviously, C and I are knoum and i is the unknown given by 

. $1,200 _ 4 
* $30,000 100 

Am. The interest rate earned per annum is 4 per cent. 

3. A life-insurance company offers Oxford University $1,200 per year to be 
paid forever. The interest rate expected to prevail indefinitely is 4 per cent. 
How much should Oxford pay for such a policy? 

Here, I and i are known, and the capitalized value of the income is the 
unknown, given by 

C.M = $!0.000 

Alls. The policy should sell for $30,000. 

The reader should work out for himself how the above examples must be 
modified if the interest rate falls to 3 per cait or rises to 10 per cent. He should 
also notice that doubling (halving) all the dollar sums will not change the rate 
of interest. 

Of these three formulations, the first is of primary significance to the ordi- 
nary investor who buys a bond, stock, or mortgage investment. 

The second formula is of primary interest to the economist who w'ishes to 
understand and describe the capital market. It can be thought of as a formula 
defining what is meant by the interest rate. But its importance is greater than 
that. Why? Because compethm in the capital market makes sure that every {equally 
safe) investment asset earns the same interest rate. If $30,000 spent on land does not 
bring in so large a return as a similar sum spent on golden geese, land will be 
sold and not bought, geese will be bought and not sold— until finally their 
prices and earnings have been adjusted to yield the same return. It should 
hardly be necessary to add the warning that in real life no two securities arc 
equally safe, so that some yield a very low rate of interest and others must have 
a very high yield in order to serve as a premium or compensation for their 
greater riskiness. 
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The third formulation is of greatest interest to those active investors who 
arc appraising the economic value of different income-producing properties; 
real estate, an annuity, the good •null of a trade-mark business, a medical or 
legal training, etc. To them interest appears as a discount factor. Suppose they 
estimate the rent return on a piece of land to be permanent; by waiting enough 
years, the receipts from the land will be infinite. But they will not pay an 
infinite price for the land. If the rate of interest is 4 per cent, they will only 
offer 25 times the annual income — or “2S-year purchase.” This is because 
they must discount future income if it accrues a long time in the future. So long 
as money can be invested at 4 per cent interest, §1 paid me next year is worth 
less than $1 paid me today; it is worth only about 96 cents. A dollar paid to me 
2 years from today is worth even less today; $1 of rent collected 18 years from 
now is worth only about 50 cents today if the interest rate is 4 per cent. Every 
holder of war bonds knows that $100 ten years from now can be bought for 
$75 today, the average rate of compound interest on war bonds being 2.9 per 
cent per annum. 

To the shrewd appraiser the piece of land is only a bundle of future dollars 
of rent payable in yearly installments. Each of these installments is discounted 
by an interest factor for its distance in the future to arrive at its present value. 
The final total present value of the property is equal to the sum of all these parts. 
The third formula above short-dreoits all this work and gives us the simple 
correct relation between a permanent income and its capitalized value.* 

Most securities, such as bonds, do not give a permanent income but only an 
income for a finite number of years. Halving the rate of interest will not, 
therefore, quite double their price. But still, die price of a bond and its interest 
yield will tend to move in the opposite direction. If investors bid up the price 
of New York Central bonds from $105 to $110, their interest yield will drop. 
The importance of this will be seen later in connection with money and interest. 

‘The mathematically inclined student can verify that discounting leads to this same 
relationship if, and only if, income is permanent and the interest rate constant over time. 
The land in the above example is a bundle of income dollars paid over the future: an install- 
ment of $1,200 one year hence, another of $1,200 two years hence, . . . ,$1,200 a hundred 
years hence, . . . , and so fonh. Discounted at 4 per cent the first installment has a present 
value today of $ 1,200/1 .04; the second year installment has a present value of $ 1 ,200/ (1 .04) 
.... the hundredth year’s installment $1,200/(1.04)“". Calculate the total by arithmetic 
or by the high-school algebra of geometric progressions and see if the final sum does not 
give a total present capitalised value of $30,000 or $1,200 ^ 0.04. Fortunately investors 
need common sense rather than algebra, bond and compound-interest tables make such 
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INTEREST AND THE REAL NET PHODHCnvnY OF CAPITAL 

Lying behind the dollar relationships of capital and interest, there are cer- 
tain fiindamental real relationships. Capital goods contribute toward the pro- 
duction of a flow of current goods and services. Not only do capital goods have 
the productivity just described; in addition they must have over their lifetime 
a greater cumulative productivity than the resources that went to produce them. 
In other words, capital goods have a real net productivity (over and above 
replacement costs) — and this net productivity, when expressed as a percentage, 
constitutes the real aspect of the rate of interest. 

When we increase the quantity of all capital goods relative to fixed land or 
labor, the law of diminishing returns will set in. The interest rate or net produc- 
tivity of capital may decline from 10 to 5, to 1 percent, until either capital 
stops growing or some technological improvement comes along and raises 
capital’s interest yield. 

In addition to manpower, natural resources, and loiow-how, a nation needs 
a large quantity of the best capital equipment if it is to enjoy a high standard of 
living. Our own industrial society is very fortunate in this respect. So efficient 
are our tools at producing new tools that we are likely to forget the plight of 
those backward nations that cannot get thdr heads above water because their 
production is so low that they can spare nothmg for capital formation by which 
their standard of living could be raised. 

The scarcity of capital among primitive COTimunities is well illustrated by 
a story of a famous anthropologist. While traveling through a village, he noted 
the deep air of mourning and despondency. Upon inquiring as to whether a 
death had occurred, he received the reply, “Death, what is that? We have lost 
the needle!” 


CAPITAL AND PRIVATE PROPERTY 

Physical capital goods are important in any economy because they help to 
increase productivity. This is as true of a communistic system, like that of the 
Soviet Union, as it is of our own systm. But there is one important differ- 
ence. By and large, private individuals own the tools of production in our 
capitalisDc system. 

What is the exertion in our system-government ownership of the means 
of production-is th^le in a socialized state where productive property is 
collectively owned. The returns from such real capital goods accrue ^the 
^jnment and not to mdividuals directly. The government then decides how 
ch income is to be distributed among individuals. The communist govern- 
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ment also decides how rapidly resources are to be invested in new capital 
formation: by how much present consumption should be curtailed in order to 
add to the total of factories, equipment, and productive stocks of goods which 
are necessary future consumption is to rise. 

In our system individual capitalists earn interest, dividends, and profits, or 
rents and royalties on the capital goods diat they supply. Every patch of land 
and every bit of equipment has a deed or “ride of ownership” that belongs to 
somebody direcdy — or if it belongs to a corporation, then indirecdy it belongs 
to the individual stockholders who “own” the corporation. Moreover, each 
kind of capital good has a money market value. Hence each claim or ride to 
ownerslup of a capital good also has a marko: value. A share of common stock 
of General Electric is quoted at some certain price, a New York Central bond 
at another price, a mortgage on a house is valued at some amount, the deed 
to a house and lot is appraised by the real-estate market at some given level, 
etc. 

aearly, in taking a census of the nation’s total capital, we must avoid 
fellacious double counting. Nobody could be so foolish as to declare that his 
total capital was §20,000 if he owned a §10,000 house on Main Street and also 
had under his mattress a §10,000 deed to that house. Nor would three brothers 
who owned a small corporation manufacturing electric toasters ever be under 
the illusion that the million dollars of stock of the company could be added to 
the nuUion dollars’ worth of capital goods (factory, machines, wire, etc.) 
held by the corporation. 

These cases are too simple to give rise to confusion. But the unwary 
starisrical census taker would have to guard against more complicated cases. 
If A. T. & T. (American Telephone and Telegraph Company) is a holding 
company owning the stock of the New England Telephone and Telegraph 
Company, he must not count the same values in twice. Nor should vve count in 
the national capital the value of all houses and also the value of all residential 
mortgages. 

This need not be discussed further at this point. It is enough to point out that 
the everyday term “capital” has many different meanings. It may refer to a 
capital good; it may refer to a bond, stock, security or deed, or any document 
that represents a claim to an income-prodndng capital good. Often in everyday 
parlance, it is thought of as a sum of money. We say, “Jones is in need of 
§100,000 of capital which he hopes to raise from the bank.” Actually, of 
course, when Jones borrows that sum firom the bank, he w'ill not continue to 
hold it in the form of a liquid cash asset. He will convert his assets into tangible 



LXCHANGL, DIVISION 01 LABOR, AND MONr\ 5! 


capital assets, such as tools, or into intangible capital assets, such as an im- 
portant patent 

It should be pointed out that the government does own a good deal of the 
national real capital, e g , Hoover Dam In addition, its agenaes, such as the 
RFC (Reconstrucaon Finance Corporation) and the Defense Plant Corpora- 
oon, are important sources of capital loans for private business 

Also the legal property rights of an individual are relative and limited 
Society determines how much of his property a man may bequeath to his heirs 
and how much must go in inheritance and estate taxes to the public treasury 
Society determines how much the owners of public-utility companies — such as 
electric-light and gas companies— can earn and how they shall run their 
business 

Even a man’s home is not his castle He must obey zoning laws and, if neces- 
sary, make way for a railroad or slum-clearance pro)ect Interestingly enough, 
two-thirds of society’s economic inctnne cannot be capitalized into pritate 
property Since slavery was abolished, human earning power is forbidden by 
law to be capitalized A man is not free to sell ei en himself 


C EXCHANGE, DIVISION OF LABOR, 
AND MONEY 


We turn now to the second of the three characterisnc features of the present- 
day economy The economies of mass production upon which modem standards 
of living are based would not be possible if production still took place in self- 
suffiaent farm households or self-sufficient provinces Spcmlmtm of function 
permits each person and each region to use to best advantage any peculiar differ- 
ences in skill and resources Even in a primitive economy men leam that 
rather than have everyone do everythmg in a mediocre w ay, it is better to insti- 
tute a dvmstm 0/ labor for fat men to do the fishing, lean men to do the hunting 
and smart men to make the medicine 


;s resting upon any interpersonal differences in abihty, specialization 
tes and creates differences Hunting makes a man thin and good at 
sta hng prey a r^ion that has no resources especially adapted to hat making 
develop .k.n, which give it edvaoHge, m 
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Finally, even with no natural or acquired differences in skills, specialization 
will sometimes pay if only in this way can a large enough volume of activity be 
reached to realize all the economies of large-scale production mentioned in the 
preceding chapter.^ Two identical Indian twins might find it better for one to 
make all bows and the other all arrows — even if they had to draw lots to see 
which would make which — ^because only in this way could each be making 
enough of each item to warrant introducing improved techniques. 

The classical example illustrating the increased productivity of specializa- 
tion is provided by the making of pins. A single man could at best make a few 
dozen imperfect ones per day. But when a small group of men are subdivided 
with respect to function so that each performs simple repetitive operations, 
they can turn out hundreds of thousands of perfect pins m the same period of 
time.® Moreover, the simplification of function made possible by specialization 
lends itself to mechamzation and the use of laborsaving capital. At the same 
time it avoids the wasteful duplication of tools that would be necessary if every 
man had to be a Jack-of-all-trades, and it also saves time lost in going from 
one job to another. The modem conveyer system of automobile assembly 
illustrates the efficiency of specialization. In the years after World "Vlhr II, we 
may see an advance in the art of automatic self-controlling electronic servo- 
mechanisms that may revolutionize modem industry. 

‘ In his famous work Adam Smith recognized that specialization and division of labor 
were limited by the extent of the market, i.r., by the volume that can be sold. 

®The follovting passage describing the extent of specialization in meat slaughtering has 
often been quoted: “It would be difficult to find another industry where division of labor 
has been so ingeniously and microscopically worked out. The animal has been surveyed 
and laid off like a map; and the men have been classified in over thirty specialties and nventy 
rates of pay, from 16 cents to 50 cents an hour. The 50-cent man is restricted to using the 
knife on the most delicate parts of the hide (floorman) or to using the ax in splitting the 
backbone (splitter); and, wherever a less skilled man can be slipped in at 18 cents, 18)^ 
cents, 20 cents, 21 cents, 22 cents, 24 cents, and so on, a place is made for him, and an 
occupation mapped out. In working on the hide alone there arc nine positions, at eight 
different rates of pay. A 20-cent man pulls off the tail, a Z2j.^-cent man pounds off another 
part where good leather is not found, and the knife of the 40-cent man cuts a different 
texture and has a different ‘feel’ from that of the 50<ent man. Skill has become specialized 
to fit the anatomy. . . . 

“The division of labor grew with the industry, following the introducuon of the refriger- 
ator car and the marketing of dressed beef, in the decade of the seventies. Before the market 
was widened by these revolutionizing inventions, the killing gangs were small, since only 
the local demands were supplied. But when the number of cattle to be killed each day 
increased to a thousand or more, an increasing gang or crew of men was put together; and 
the best men were kept at the most exacting work." From J. R. Commons. Qtmrterly Journal 
of Econotnics, vol. XIX, 1904, pp. 3, 6. 
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Clearly, however, specializaaoa and division of labor involve one serious 
problem— that of mterdepmdence A smgle-celled low form of life such as the 
amoeba or paramecium is not parocularly efEaent, but it can live alone and 
like It In higher anunals such as man, every cell will die if once the heart cells 
fail When all goes well, the extreme speciahzaoon of cells is very effiaent, 
but at the cost of extreme mterdqpendencc 
In modem economic society this process is earned to the wth degree No 
one manufacturer makes the smallest fraction of the commodities that he con- 
sumes In medieval times the artisan made one article and exchanged it for 
many others Today a worker produces not even a single good, he may make 
only shoe tongues or simply turn bolt 999 on the Chevrolet assembly line 
Such may be his whole lifework For performing this he xvill receive an in- 
come adequate to buy goods from all over the world, but a hidden cost is paid 
m the form of his complete dependence upon the rest of the world 
A bank m Austria fails and the natives in Fiji, who carry water m empty 
Standard Oil cans and clothe their infents m Pillsbury flour bags, lose their 
livelihood— yes, and may even starve In the backwash of a war a breakdown 
in transportation and the economic fabric of exchange reveals how perilously 
modem economic life depends upon exchange Would we, if we could, turn the 
clock back to a simpler and poorer Jife> Or should we keep the advantages of 
division of labor and seek policies that will prevent breakdowns^ 


BARTER VERSUS THE USE OT MONEY 


The simplest imaginable way of making the exchanges necessary if there is 
to be division of labor involves barter or trade of one kind of merchandise for 
another In primitive cultures it is not uncommon for food to be traded for 
weapons, or aid in the building of a house for aid in clearing a field Even in the 
most advanced industnal economies, if we strip doxvn exchange to its barest 
essentials peeling off the obscurmg layer of money, xve find that trade bem een 
individuals or nations really boils doxvn to barter— transforming one good into 
another by exchange rather than by physical producuon 


Barter represents a great improvement over a state of affairs m xvhich every 
nim tad to be a Jacl-oMt-trades and master of none, and a great debt of 
m Mk' " jT* “ ^ soddenly perceired that each 

^tte NwerAdeaa, a,mple barter opetatea nnder sneh great dtaadvantagea 

oft^T'd ™''Ont the 

introduction ofa second great improvement-the use of money 
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In all but the most primitive cultures men do not trade one good against 
another, but instead sell one good for money, and then use money to buy the 
goods they wish. At first glance this seems to complicate rather than simplify 
matters, to replace a single transaction by two transactions. Thus, if I have 
50 shares of duPont chemical stock and wish instead to have 100 shares of 
GM (General Motors), would it not be simpler to trade one for the other 
rather than to incur a brokerage charge in selling the duPont stock for money 
and another charge in converting the money into GM stock? 

Actually the reverse is the case. The two transactions are simpler than one. 
Ordinarily there are always people ready to buy duPont stock and always some 
willing to sell — at a price — GM stock. But it would be an unusual coincidence 
to find a person with tastes just opposite to one’s own, with an eager desireto sell 
GM and buy duPont. Such a coincidence would be as unlikely as the chance 
of picking two winning horses in a row. Even if the unusual should occasionally 
happen — as it occasionally must — there is no guarantee that the desires of the 
two parties with respect to the quantities and terms of the exchange would 
coincide. 

To use a classical economic phrase: instead of there being a double coinci- 
dence of wants, there is likely to be a want of coincidence; so that, unless a 
hungry tailor happens to find a farmer who has enough wheat and a rough 
desire for a pair of pants, neither can make a trade. 

COMMODITY MONEY, PAPER MONEY, AND BANK MONEY 

If we were to reconstruct history along hypothetical, logical lines, we 
would naturally have the age of barter followed by the age of commodity 
money. Historically a great variety of commodities have served at one time or 
another as a medium of exchange; cattle (from which comes the Latin stem of 
“pecuniary” and also the words “capital” and “chattel”), tobacco, leather and 
hides, furs, olive oil, beer or spirits, slaves or wives, copper, iron, gold, silver, 
rings, diamonds, wampum beads or shells, huge rocks and landmarks, and 
cigarette butts. 

Each of the above has some advantages and disadvantages. Cattle are not 
divisible into small change, but while it is being hoarded such money is likely 
to increase by reproduction, giving the he to the doctrine of Aristotle that 
“money is barren.” Wives and beer do not improve with keeping, although 
wine may. Olive oil provides a nice liquid currency which is as minutely di- 
visible as one wishes. Iron will rust and is of so little value that one would need 
a cart instead of a pocketbook. The value of a diamond is not proportional 
to weight but varies with its square; therefore, if cut up into pieces it loses 
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value The yearly additions to (by mining) or subtractions from (by use in 
teeth or jewelry) the world s accumulated stock of preaous metals is small in 
percentage terms, so that the total amounts and value of these substances do 
not fluctuate wildly Sliver has luster but will tarnish in air Gold keeps its 
attractive sheen, but unless mixed 'with an alloy is very soft However, its 
hi g h specific gravity makes detection of counterfeiting and admixture easy, 
but through most of historical time, gtfld s scarcity value has been so great 
per ounce as to require inordinately minute coins for small purchases 
Most kinds of money tended once to be of some value or use for their ou n 
s ike Thus, even wampum had decorative uses, and paper money began as 
warehouse or mint receipts for so much metal But the intrinsic usefubess of 
the money medium is the least important dung about it The age of commodity 
money gives way to the age of paper money The essence of money, its in 
tnnsic nature, is typified by a card dup, a shell, or a paper bill Money, ns 
money rather than a ccmmdtty, ts wanted not for its own sale butfoi the things it 
will buy! Vk do not wish to use money up, but rather to use it by getting rid 
of It, even when we choose to use it by holdmg it, its value comes from the fact 
that we can spend it later on 

Money is an artiflaal, social convention If for any reason a given substance 
begins to be used as money, all people v ill begin to value it even if they happen 
to be teetotalers or vegetarians or disbelievers in its intrinsic usefulness As 
long as things can be bought and sold for a given substance, people will be 
content to sell and buy with it Paradoxically, money is accepted because it is 
accepted 


The use of paper currency (dollar bills, fives, tens, etc ) has become wide 
spread except for small change because it has many convemences as a medium 
of exchange Currency is easily carried and stored away By the printing of 
more or fewer zeros on the face value of the bill a great or small amount of 
value can be embodied in a light, transportable medium of little bulk Bj the 
use of decimal points it can be made as divisible as we wish By carefiil en 
graving, the value of the money can be made easily recognizable and can be 
protected from counterfeiting and adulteration The fact that prnate indi- 
viduals cannot create it at w ill m unlimited amounts keeps it scarce, i s an 
economic rather than a free good ’ 


Given this limitation in supply, modem currencies have value-; r , can buy 
things-mdependently of any gold silver, or governmental backing The 
pubhc neither knows nor cares-^nd needs not know or car^whether us 
currency is in the form of so-called “silver certificates,’ Federal reserve notes 
or in copper, silver, or nickel com So long as each fonn of money can be 
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converted into any other form at fixed terms, the best is as good as the 
worst.i 

Along with the age of paper money there is finally also the age of bank 
money, or bank checking deposits. Today at least nine-tenths of all transac- 
tions, by value if not number, take place by checks, which are canceled off 
between banks of a city and region. An executive will have his salary paid 
directly into his bank account, after income and social security taxes have 
already been withheld at the source by his employer. His rent or dentist bills 
will be paid by check, which his wife may not even give him the privilege of 
signing. Except then for a little petty cash for lunches, tobacco, and carfare, he 
may hardly handle any cash at all in die course of a year’s time. 

price ratios and money prices 

In every transaction, whether for barter or money, each person gives some- 
thing up and receives something in exchange. If 5 apples are traded for 25 nuts, 
the price of apples in terms of nuts is 25 to 5 or, briefly, 5 to 1; the price of 
nuts in terms of apples is 5 to 25 or 1 to 5, or } 4 , or in terms of decimals 0.2. 
Similarly, if 5 apples sell for 25 cents, then the price of apples in terms of 
money is 5 cents. It would be equally true, but not very customary or familiar, 
to say that a penny costs or 0.2 of an apple. 

Every price is really a price ratio involving a numerator and a denominator. 
Each depends upon the way in which the two quantities are measured; thus, 
eggs are quoted at 5 cents apiece, 60 cents a dozen, or $7.20 a gross; likewise 
we may say that eggs sell for Ho dollar, “get-away automobiles” for IH 
“G’s,” and haircuts for “6 bits.” 

If we relied completely on barter, we should have to keep in mind a great 
number of price ratios — as many as the number of pairs that could be formed 

‘ A century ago it \vas the exception rather than the rule for bank notes and coins to 
exchange for each other at par. Each had different prices which varied from day to day so 
that it was necessary for storekeepers to keep daily lists of values, and it became a pro- 
fession in itself to change money, buying and selling it at a profit. For three centuries it has 
been known that bad money often tends to drive good money out of circnlation; 1 e., (1) 
coins made of metals that rise in price tend to be melted down and sold as bullion; also (2) 
individuals will try to pass on the kinds of money that arc going down in value and hold 
those which are tending to appreciate in value. The tendency for bad money to drive out 
good is known as “Gresham’s Law.” There have however been inflationary periods where 
the reverse was true; where good money drove bad out of circulation because sellers refused 
to let buyers pass the bad on to them. This was especially true in North Africa during 
World "Wit II, as a Princeton study by Richard A. Lester has shown. R. A. Lester, “Inter- 
national Aspects of Wartime Monetary Expenence,” Princeton University Press, Princeton, 
N. J., 1944. 
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mathemaucally from the number of commodities Thus, for only 5 different 
goods there i\ould be 10 different pnce ratios to remember, just as tliere are 
10 different tenms matches m hich must be played in a round robin of 5 different 
individuals For 1,000 commodities, there u onld be almost 500,000 price rauos 
to remember ^ 

A little reflection mil commcc us that many of these price ratios are un- 
necessary, being deducible from a much smaller number For example, if the 
price of apples m terms of nuts is 5 and the price of oranges in terms of nuts is 
10, then It IS not necessary for us to be told uhat the price of oranges is in 
terms of apples Because 10 nuts is ttaice 5 nuts, ue knou already that 2 
apples must be paid for 1 orange 

B) use of the elementary axiom that things equal to die same thing are equal 
to each other, the reader can convince himself that, once he know s the price 
ratios of all goods in terms of any erne good, he can easily get the price ratio 
betw een any Vsxo goods bj division For 5 commodities m c need only remember 
4 price ratios, not 10, 6 price ratios are redundant, being dcduciblc from the 
others For 1,000 commodities, only 999 price ratios are needed, not 500,000 ’ 

wasn AS A MEDIUM or EXCHANGE OR AS A UNIT OF ACCOUNT 

There arc tw o distinct functions of monc> as a medium of exchange and as 
a standard unit of a alue This distinction is illustrated by a perfect clearing 
sj stem, uhcrc careful record of all transactions is kept and where finally what 
each person has coming to him is canceled against w hat he ow es \\ ith the 
balance credited to Ins account In such a s>stcm no medium of exchange 
whate\cr is needed' But a common denominator of \aluc, telling us how to 
compare and weigh such dnerse items as a sack of gum and an automobile, 

' B j elemennry algebra the number of pairs that can be selected from b different objects 
IS no less than »(n — l)/2 or about Kn’ all together 

This IS only one illustration of a general pnnciplc appl>ing to all pnce ratios When 
MC come to etamme the exchange rate at which the moneys of different countnes can be 
conxerted into each other we find the same pnnciplc applies If 4 dollars make 1 British 
pound sterling and Ko of a dollar equals 1 Italian lira then the number of lira in a pound is 
perfcctl) determinate (equal to 4 — Ho or 200) When the Allied military authorities 
first took over Italy m World War II they oxerlooked this fundamental economic truth 
and set three independent rates The result a\as what one might expect by using currency 
A one could buy currency B which could then be exchanged for an amount of currency 
C— an amount that w onld buy more than the initial amount of A This is just w hat happened 
Arbitragers (; e people who speculate on a sure thing) went round and round the circuit 
making a profit at each w hirl Of course the military authorities suffered a corresponding 
loss Finally they noticed what was happening and did what they should hate done in the 
first place— set the third price ratio m proper rclition to the other two 
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would certainly still be necessary. Actually there once existed an African 
tribe which used as its unit of money the so-called “macute.” This was not a 
shell or commodity; it had no corporeal existence but represented simply a 
money of account not a medium of exchange. Until recently the Paraguayan 
unit of money was based upon a long obsolete, extinct Argentine coin. 

Similarly, fashionable London shops quote prices in terms of “guineas” even 
though that coin no longer exists. I buy a 1-guinea hat by actually paying 21 
shillings because guineas no longer exist, although it is still fashionable to 
pretend they do. Amerieans can thank Franklin and Jefferson that the decimal 
system was adopted for our money. Imagine doing arithmetic problems with 
heterogeneous English small coins such as the farthing, penny, shilling, half- 
crown, etc. This is almost but not quite so bad as having to do long division 
with Roman rather than Arabic numerals. 

Of course, any system of reckoning which a child has been taught seems 
easiest to him, and it is natural for provincial people to think their own methods 
best. But the real test is whether it would be easier for us to learn their system 
than for them to learn ours. The decimal system is an obvious winner in such 
a contest. To be really logical, we should perhaps have a l-cent piece, a 2-cent 
piece, a 5-cent piece, a 50-cent piece, a $1 bill, a $2 bill, a $5 bill, a $10 bill, 
a $20 bill, etc., always repeating the octave 1, 2, 5, 10, or possibly 1, 2.5 5, 
10 . 

In earliest schooling, we are taught never to add apples to oranges nor to 
combme dimensionally heterogeneous quantities. In economics it is the function 
of money prices to make all values commensurable. We cannot add apples to 
oranges. But if we multiply the number of apples by their price per apple, we 
get a dollar quantity. If we do die corresponding thing with respect to oranges 
and their price, we again get a dollar sum. And of course t\vo dollar sums can 
be added together. Aesthetically bread and flowers may be incommensurable, 
but from an economic standpoint money reduces them to comparability. 

MONEY AND TIME 

'V\fe may summarize our analysis of the use of money by listing its two 
essential functions: (1) as a medium of euhange and (2) as a standard tmit of 
account or common denominator of values. But before leaving the matter, it is 
well to point out how much each of these functions is tied up with the passage 
of time. 

First, and least important, a man may choose to hold part of his wealth in the 
form of cash. In such a case money is the medium by which present purchasing 
power is held into the future. A demented miser like King Midas might always 
prefer to hold his wealth in the form of hoarded cash. But in normal times a 
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imn cm earn a return on his savings if he puts them into a savings account, or 
imests them in a bond or stock Thus it is not normal for money to serve as a 
' store of value But in abnormal times, \ihen uncertainty and lack of confi- 
dence are all pervasive, or when depressed financial condmons prevent most 
investments from yielding a positive rate of interest, then people develop a 
panicky desire for “liquidity ’ and try to use hoards of money as such a store of 
value Needless to say, as the interest rate has fallen in recent years, such 
behavior has become increasingly important 

Also the use of money uill al\ia>s play an important role in serving as a 
standard tmit of redonmg betueen financial transactions oier time When a 
man borrow s $10,000 for 5 years, he is of course getting present money and 
agreeing to pay back future monej But suppose all prices hat e doubled m the 
meantime, or what is another w ay of saying the same thing, suppose the value 
of money has hah ed^ Is it not unfair that the lender should receive much less 
in real purchasing pow er than he has gn en to the borrower^ 

Obt louslj , w hen prices are very unstable ot er time, w hen there is extreme 
inflation or deflation, money senes vcrj badly as a “standard of deferred 
payment (over time) Inflation fat ors debtors at the expense of the creditors, 
in deflation, when pnees fall, debtors are hurt and aeditors are benefited— if 
they can collect' 

This completes the discussion of the tt a) in at hich money performs its nt o 
essential functions bettteen points in time In Part Ttto, we shall examine m 
detail the monetary and credit operations of banks and the government to see 
how they bear on fluctuations in prices and production 


SUMMARY 


Even though it deals with facts subconsciously familiar to every person, this 
is one of the most difficult chapters in the whole field of economics We are too 
near to our own system to appreciate how it works 

1 In our imxed private enterprise system, the price mechamsm, working 
through supply and demand in competitive markets, operates to answer the 
thr^ fiindamental problems of economic oigamzation The system is not 
pertect, but it works 

2 Onr mixd at «o a„on mod- 

K pnvaE immove, and mmopolisoc donanta condition Ac Morkinc of 

competition ^ 



6o “mixed” capitalistic enterprise system 


3. Emphasis is to be placed upon three further important aspects of mod^ 
economic sodetj*: extensive use of privately owned capital, extreme spedaliza- 
tion of function and division of labor, all-pervasive use of money in one or 
another of its functions. All three are fairly obvious once the spotlight of 
attention and analysis has been focused upon them. 


QUESTIONS FOR DISCUSSION 

1. During "^^brld War II did we let consumers’ dollar demand determine their 
sugar consumption? AATiy not? \Miat did? 

2. Could supply and demand for labor work so as to distribute to salesmen with a 
“gift of gab” ten times as much income as to competent surgeons? At other times could 
it operate so as to give surgeons ten times the income of accountants? 

3. Do you diink that an “instinct of craftsmanship” and a “sense of social respon- 
sibilin-” could ever replace the “profit motive”? 

4. List a number of cases where die government modifies the working of an auto- 
maric price sj'stem. Also list a number of cases where monopoly elements modify the 
workings of the price sj-stem. 

5. Assuming that she cannot borrow abroad, what must China do if she tvishes to 
become an eftident industrialized nation widiin the next few generations? 

6. \A'hich is fi.ved and which drculadng capital; pen and ink; safet}' razor and 
blade; bow and arrow; cup and saucer; flashlight case, bulb, and battery? Tiy to think 
of a difficult borderline case between the two categories. 

7. At 2.9 per cent interest per annum, a victoiy bond pajing $25 ten years from 
now costs $18.75 today. If the rate of interest doubled, would it cost more or less than 
$18.75? LMiat if the interest rate went down to 1 per cent? 

8. Cross out the incorrect words in the following sentence: “L^Tien the rate of 
interest rises, bond prices go (up, down). The price of 20-year bonds will change 
(more, less) than the price of 5-year bonds.” 

9. “In 1862 Lincoln freed the slaves. Wdi one strokc'bf the pen he destroyed a 
large fraction of the capital which die South had been able to accumulate over the 
years.” Comment. 

10. LWuld ice cubes make a good unit of raonej'? L^Tiy not? LMiat about radium? 
How would people’s spending habits be dunged if every dollar bill decreased 10 per 
cent in value with each month that has dapsed since its date of printing? 

11. ■\\Tut are some of the advantages of using bank checks rather than paper or 
metal money? List some of die disadvantages. 

12. Late in 1947, Russia called in old rubles and issued one new one for ten old ones. 
How do such acdons afiect pwople’s desire to hold wealth in the form of monej'? 



Chapter 4 : individual 

AND FAMILY INCOME 


ONE does not ha\e to know anything about die laws of economics to ha\c a 
liicly appreciation of the importance of income The c\pression “Clothes 
make the man ’ would be more nearly right if it were “ Income makes th e 
mm ’ That is to sa> , if one can know but one fact about a man, know ledge of 
iusTncome will proie to be most revealing Tlicn a rough guess can be made 
as to his political opinions, his tastes and education, his age, and even his life 
expectancy Furthermore, unless a steady stream of money comes into the 
family’s hands e\ery week, every month, and eiery year, even though it be 
made up of saints, that family is sick Not only its materialistic acm ities, but 
Its nonmaterialisoc acm ities— the things that com ert existence into living— 
must suffer education, travel, health, recreation, and charity to say nothing of 
food, warmth, and shelter 

It IS a commonplace to state that the American standard of h\ mg and lea el of 
family income arc the highest in all the w orld But few people hax e more than a 
hazy conception of just how small the axerage American income really is, or 
how great is the range bemcen the highest and the lowest incomes, or e\en 
how great are the fluctuations over time in the levels of income 

DISTRIBUTION 01 INCOME IN THE UNITED STATES 

As a matter of fact any poll of students will show that they arc not \ery 
certain as to what their own family incomes really arc Usually it turns out 
that students ha\e a slightly exaggerated notion as to how much their father 
cams And despite the recent (quite justified) claim of a prominent clubw oman 
that “w omen spend 70 per cent of the national income, and w c soon hope to 
get hold of the rest — ncvertlielcss, an astonishing number of wi\es haie no 
conception of their husbands’ pay checks In addition there are some people 
61 
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so inept at keeping records and with such variable earnings that they do not 
themselves know how much they make. Even where income is known within 
the femily, there is a quite natural reticence to reveal it to outsiders, so much 
so that investigators who made a recent survey of the birth-control habits of 
native white protestants of a Middle Western city often found it harder to get 
financial data than intimate personal information. 

In the absence of statistical knowledge, it is understandable that one should 
form an impression of the American standard of living from the full-page 
magazine advertisements that portray a jolly American family in an air- 
conditioned home with a Buick and a station wagon and all the other good 
things that go to make up comfortable living. Acmally, of course, this sort of 
life is immeasurably beyond the grasp of 95 per cent of the American public, 
and even far beyond the means of most families from which the selected group 
of college students come. 

In 1929, at the pinnacle of American prosperity, when complacency was also 
at its height, the amount of per capita income in the United States was around 
$750 per year per person, or less than $15 per week. Such an average figure has 
not very much meaning inasmuch as it is derived by pretending that all the 
income in the United States is divided up equally among every man, woman, 
and child. Of course, in real life income is distributed anything but equally as 
we shall see presently; furthermore, there is no guarantee that the attempt to 
divide up income in this way would leave the total unchanged. 

If the members of a classroom, or of the whole country, write down their 
family income on a card, these cards may be sorted into different income 
classes; i.e., some cards will go into the $0 to $500 class, some into the $500 to 
$1,000 class, and so forth. In this way we get the statisticaJ frequency distribu- 
tion of mcome. At one extreme will be the very poor, who have drawn a blank 
in life; at the other extreme, the very rich who have hit the jack pot. In be- 
tween will fall the vast majority of the population. 

Table 1 summarizes the most complete statistics on this subject.^ Column (1) 
gives the income class interval. Column (2) shows the number of families and 
individuals in each income class. Colunm (3) shows the percentage of all 
families with incomes at least that of the upper limit of the class interval in 
question. Column (4) shows the percentage of the total income belonging to 
people in the class in question and to all poorer classes. 

* Several government agencies cooperated in two monumental studies : “Consumer Incomes 
in the United States, Their Distribution in 1935-36," National Resources Committee, U.S 
Government Printing Office, Vl^shington, D. C., 1938, and “Consumer Expenditures in the 
United States, Estimates for 1935-36,” ibid., 1939. 
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TABLE 1 Dtstnbittm of Incomes of American Families and Individuals, 
1935-1936 


Income class 

(1) 

No of families and 
individuals 

(2) 

Percentage of 
iamilies and 
individuals m 
stated income class 
or below 

(3) 

Percentage of total 
income belonging 
to families in 
stated income class 
or below 

(4) 

$ 0-S 500 

6,710,911 

17 01 

3 48 

)00- 1,000 

11,648,038 

46 54 

18 23 

1,000- 1,500 

8,734,423 

68 68 

36 27 

1,500- 2,000 

5,185,926 

81 82 

51 25 

2,000- 3.000 

4,434,08j 

93 06 

69 10 

3,000- 4,000 

1,354,078 

96 49 

76 86 

4,000- 5,000 

464,191 

97 66 

80 31 

5,000- 7,500 

380,266 

98 62 

84 10 

7,500- 10,000 

215,642 

99 17 

87 22 

10,000- 20,000 

220,605 

99 73 

92 15 

20,000- 50,000 

91,707 

99 96 

96 61 

50,000- 100,000 

13,041 

99 99 

98 14 

0\er $100,000 

5,387 

100 00 

100 00 

Total income, 
$59,258,628,000 

Total families, etc , 
39,458,300 




Source Adapted from Table 2, “Consumer Incomes m the United States," Nauonal 
Resources Committee, p 6 


It would be a great mistake to think that the poor and the rich are equally 
distributed around the middle The biblical statement, “The poor you shall 
always have with you,” gives no inkling of their vast numbers Abraham 
Lincoln pointed up this fact more picturesquely in his statement, “God must 
have loved the common man, he made so many of them ” A glance at the dis- 
tnbution of income in the United States shows how pointed is thd income 
pyr^id and how broad its base The statement, “There’s always room at the 
top,” IS certainly true, but it is so because it js hard to get there, not because it 
IS Msy If we made such an income pyramid out of a child’s play blocks w'lth 

T IT be far higher than 

the Eiffel Tower, but almost all of us would be within a yard of the ground 
oreover, the middle or “median” income class around which most people 
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fall and which divides the upper from the lower half, corresponds to extrenuly 
low incomes. Our best statistics of this are taken from the 1935-1936 study 
referred to earlier. At this time die worst of the Great Depression had been 
left behind. The median income class, for an average American family of two 
adults and a number of childroi, was only about $1,100. Such an mcome falls 
far short of the average income per family in 1929 or 1935-1936. This is 
p rimar ily because the unequal distribution of income gives so much more to the 
families lying above the median. 

Let us see how pitifully inadequate was the income level enjoyed by the 
typical American family in this prewar year. Social-service workers have 
made careful estimates of certain minimum budgets as follows : 

1. Bare subsistence — no movies, practically no meat, no dental care, no 
newspapers, little clothing, etc. 

2. Minimum health and decency— occasional movie or recreation expendi- 
ture, cheap cuts of meat at intervals, some medical and dental care, etc. 

3. Minimum comfort — simple but adequate diet, occasional vacation, some 
tobacco and books, etc. 

Vife may roughly estimate the cost of the first of these at $900 in 1935-1936 
prices. Now, if we examine the actual 1935-1936 statistics rearranged in 
Table 1, it appears that 40 per cent of the popnlation did not even reach this level 
of income, and 60 per cent earned less than the $1,250 needed for the second 
budget. Even allowing for the fact that it costs less to live in the country than 
in the city, we see how justified was the late President Roosevelt’s concern 
with the “lower third” of the population. 

From the same table, we find that only 30 per cent have incomes above the 
level of the $1,500 needed for the minimum comfort budget. If we revert to 
our typical American family of the slick-paper magazine ads, even after strip- 
ping them of their station wagons and mink coats, we still find that only 2 per 
cent of the population have the $5,000 of income, which we can conservatively 
estimate was the minimum necessary in 1935-1936 to rough it out at such an 
existence. And the less said the better about the number of American families 
who have as much as the $15,000 per year which Fortune magazine once esti- 
mated was absolutely necessary in order to make ends meet just east of Fifth 
Avenue in New York City. 

THE I NEQUALIT Y OF INCOME 

The above sketch of the extent to which incomes fall short of popular notions 
and adequate standards must now be supplemented by a detailed consideration 
of the extent of inequality of income prevailing in our society. 
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It ^ull be noted that the tabic of the 1935-1936 income distnbution as nor 
plotted for equal class mtenals it first each income class was for $500 inter 
uls but the later class mtenals cover a range seteral hundred times as large 
This IS no accident An ittempt to mal c all the class mtcrtals equal with a 
reasonable scale of $1 000 per ^ inch w onid require a chart w idc enough for a 
100 yard dash because of Ae tremendous niige betw cen the highest and low est 
incomes That is w hy the income scale must ilw ays be compressed m graphical 
charts eiAer by a logarithmic scale or by some other mithemiticil dm la 
A second way of describing mquility is to isccrtiin whit per cent of the 
total income goes to the lowest j per cent of Ac populition whit per cent 
goes to Ae lowest 50 per cent whit per cent goes to Ac lowest 95 per cent 
and so for A Such dan cin be easily domed from Ac dm of Table 1 
If incomes were uniformly distributed Ac lowest 5 per cent of the popu 
lation w ould rccci\ c exactly 5 per cent of Ac ton! income Ac low est 95 per 
cent w ould rcceii e 95 per cent of Ac income and the highest 5 per cent w ould 
also get only 5 per cent of the income This is typified by Table 2 In a so-callcd 


TABLE 2 Perfect Equaht) m Distrihutm of Income 


Per cent of Ac population 

0 

5 

[7 

25 

50 


95 100 

Per cent of income received i 

I 

0 

5 j 



a 

[jJ 

9> 100 


Lorenz curve we plot these data wiA the percentase of Ac population on 
Ae horizontal axis and Ac percentage ofmeome on Act crtical avis From the 
data for equal distribution of income we get Ac diagonal straight line Aown 
in Fig 1 

So mu A for Ae case of perfect quality At Ac oAcr extreme w e hat e Ae 
hypothetical case of perfect inequality where everybody (say 99 out of 100 
people) has no income except for one person who has all Ac income Tins is 
shown n Table 3 


TABLE 3 Perfect Ineguaht) m the Djstnbiitm of Income 


Per cent of people 

0 

[7 

10 

50 

90 

[7 


Per cent of income j 

0 

» 


0 

0 

t ^ 

1 0 

100 


lowest u j and 99 people hate no income at all Bur Ac 
owestlOOpeople or all the people ofconrsehavcallofthe income Thelowcst 
owe on the Lorenz diagram represents Ac case of perfect inequality 
y actual income distribuaon such as that of the 1935-1936 case is of 
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course in between these extremes. The student can verify from Cols. (3) and 
(4) of Table 1 that its table of values is given roughly by the numbers in 
Table 4. Its Lorenz curve is given by the indicated intermediate curve with 
the shaded area indicating the deviation from perfect equality, T.e., the degree 
of inequality of income distribution. 


TABLE 4. Inequality in the Actual Distribution of Income, 1955-1956 


Per cent of people 

0 

10 

25 

50 

75 

100 

Per cent of income 

jlJ 

1 7 

6 8 

20.5 

43.1 

100 


DISTRIBUTION OF INCOME 
IN THE UNITED STATES, 1935-36 



FIG. 1. Source: National Resources Committee, 1935-1936 study. 

There are still other ways of measuring the degree of inequality of income. 
One of the most interesting of these w'ill be mentioned but not discussed in 
detail here. The Italian-bom Swiss professor of economics, Vilfredo Pareto, 
was often called, with somewhat questionable accuracy, the ideological pre- 
cursor of fascism. By using a certain logarithmic chart*^ called the “Pareto 
chart,” he found that the “upper tail” of the income data of many different 
countries and many different times fell along straight lines of almost the same 
slopes. He came to believe this to be a fundamental natural law. According to 
Pareto’s Law, there h an inevitable Undemy for mconu to be distributed in the 
*Vu.FBEDO Pareto, Cours d'icommie petitique. Tome 2, Livre 3, Chap, I, Lausanne, 
1897. A critical account in English of Pareto’s Law is given by F. R. Macaulay, “Income 
in the United States — ^Its Amount and IHstribudon,” pp. 341-425, National Bureau of 
Economic Research, New York, 1922. 
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same viay— regardless of social and poltttcal mstitiiUons md legardless cf taxation 
In the past SO years, more careftil studies have cast doubt on the universality 
of Pareto’s Law, and upon its ineiitability * 

the decline or povertv 

It IS noM almost a century since Karl Marx and Friedrich Engels ‘ in 1848 
issued the notorious Communist Mamfesto containing the lines “Workers of 
the M orld, unite' You have nothing to lose but your chains ’ A number of the 
Marx predictions as to the future of mdustrial capitahsm were proved to be 
only too correct in the mtervening years, but one of the most famous has proved 
tobequitexirong Careful historical and statistical research shows that the belief 
that “the poor are becoming poorer” cannot be sustained In western Europe 
and in North America there has defimtely been a steady improvement in mini 
mum standards of living whether measured by food consumption, clothing, 
housing, or length of life This is clear from statistics to be presented shortly 
It IS also obvious from a comparison with more backward nations, tw o-thirds 
of whose inhabitants are badly undernourished 
Not 1 ery long ago it w as fashionable for economic historians to dwell on the 
ei ils of the industrial re\ olution and the poverty-ridden condition of the masses 
m the disease producing cities In pomt of fact no Dickens novel ever did justice 
to the condiuons of child labor, length of the working day, and conditions of 
safety and samtauon in earl) mneteendi century factories A work w cek of 84 
hours was the prevailing rule, with tune out for breakfast and sometimes 
supper, as w ell as lunch A good deal of work could be got out of a six-year 
old boy or girl, so long as one didn’t care about his health or existence beyond 
the age of tw eh e If a man lost tw 0 lingers m a machine, he still had eight left 
Howei er true their lurid picture of mdustrial factory tows, the earher 
historians erred in thinking that conditions were worse than m the preindus- 
tnal era The earher "putting out” or domesuc S) stem in which wool or yam 
w as proi ided to w orkers for them to spm or w eave in their homes brought the 
worst condiuons of the sweatshop into die home Sleep and need battled for 
the week’s 168 hours The whole family, not just the breadwinner, was figura- 
mely forced to run on the treadmill to keep alive For these reasons labor 
mons haie always opposed this system of production, even more than the 
factory with all its evils 

Furthermore, poverty is never so obvious in the country as in the industrial 
Clues w here it forces itself on the observer The idyllic picture of the healthfiil 

„ posnvar period progressive taxation had gone so far 

leave only 4J people v ith incomes of more than 524 000 after taxes were paid 
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happy covintryside peopled by stout yeoman and happy peasantry is a mirage in 
most parts of the world. Even today, nothing in New York’s Hell’s Kitchen or 
east side, nothing in Boston’s south or north end, nothing “behind the Yards" 
in Chicago or in its black belt can overshadow the poverty and squalor of our 
rural problem areas : the Tobacco Road of the deep South, the hillbilly regions 
of the Appalachian Plateau, the two dust bowls, the ghost mining towns of 
Pennsylvania, and the cutover region of the upper Michigan peninsula. 

Modem Wstorians therefore emphasize that the inadequate conditions of the 
industrial present are nevertheless great improvements over the previous 
periods of commercial enterprise and agarian feudalism. How far we have come 
is illustrated by the following quotation describing a period that some men can 
still remember: 

In the middle of the nineteenth century there lived in the parish of Marsham, Norfolk, 
a couple of poor people by the name of Thomas and Mary Edwards. It was on October 
5th, 1850, that Mary Edwards bore her last baby boy. At the time of my birth my 
father was a bullock feeder, working seven days a week, leaving home in the morning 
before it was light, and not returning m the evenmg until it was dark. He never saw 
his children, at this dme, except for a litde while on the Sunday, as they were always 
put to bed during the winter months before his return from work. At this time my 
father’s wage had been reduced to 7s. [about $1.40] per week, and had it not been that 
my mother was able to add a litde to her husband’s wages by hand-loom weaving the 
femily would have absolutely starved. I have known my mother to be at the loom 
sixteen hours of the twenty-four, and for those long hours she would not average more 
than 4s. [80 ji] a week, and very often less than that. 

The cottage in which the child was bom was a miserable one of but two bedrooms, 
in which had to sleep father, mother, and six children. The family at this time was in 
abject poverty. When lying in bed with the infont the mother’s only food vras onion 
grael. As a result of the bad food, or, properly speaking, the want of food, she was 
only able to feed die child at her breast for a week. After the first week he had to be 
fed on bread soaked in very poor skimmed milk. As soon as my mother was able to 
get about again, she had to take herself again to the loom. . . . Food rose to fomine 
prices. . . . The only arricle which did not rise to such a proportionately high figure 
was meat, but that was an article of food which rarely entered a poor man’s home, 
except a litde piece of pork occasionally which would weigh about lb., and would 
have to last a family of nine for a week! At die time of the Crimean War meat never 
entered my fother’s house more than once or twice a year! . . . 

In order to save the family from actual starvation, my father, night by night, took 
a few turnips from his master’s field. My fothcr used to keep our little boots in the 
best state of repair he could. My sister and I went to bed early on Saturday nights so 
that my mother might be able to wash and mend our clothes, and we have them clean 
and tidy for the Sunday. We had no change of clothes in those days. This M-ork kept 
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mother up nearly all the Saturday night but she vr-ould be up early on the Sunda) 
morning to get our scanty breakfast ready in tune for us to go to Sunday School 
This was the only schooling I ever had'* 

Figure 2 shows the great increase m real national product per capita during 
most of the history of the United States 
If the poor are not gettmg poorer, are the nch getting richer^ Here, the 
answer is not so simple Probably for half a century Marx was correct Huge 
fortunes were \i rested from the earths resources by such individuals as 


HISTORICAL GROWTH OF AMERICAN OUTPUT 
IBOD 1945 



FIG 2 This shows the growth of Amcncan output after adjustments have been made 
for changes in the cost of living and level of population Source National Industrial 
0>nfiT(^rp Board, and for the most recent years, estimates based on data furnished 
by the Department of Commerce 

Astor (furs), Vanderbilt, Gould, Morgan, Drew, and Harnman (railroads), 
Carnegie, Mellon, Rockefeller, Rhodes, Hearst (mining, merals, and oil) 
The “finance capitahsm” of the twentieth century added to the wealth of those 
Mho by ability, luck, or aggression were able to enter the millionaire class 
Up until 1929 in the United States die nch were certainly gettmg richer, 
and in England up until World M&r I But following the great stock market 
crash bankruptcy and depression took their toll of many of the established 
American fortunes Heavy income and inheritance taxes further reduced the 
incomes that the wealthy had at their disposal Along with everyone else the 
rich have gained m income durii^ the years since the bottom of the great 
slump, but they have not yet recovered to the dizzy heights of the pre^l929 
* From the autobiography of George Edwards (18S0-19J4> quoted in Cohn Clark 
National Income Outlay pp 262-264 Macmillan & Co Ltd London 1938 
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period. As we shall see presendy, there have been some interesting shifts 
within the ranks of the relatively well-to-do classes. 

W AR PROSPERITY AND INCOM ES 

The importance of having a high level of total demand and employment is 
dramatically revealed by a comparison of income data for the 1935—1936 period 
of mild depression and the 1945 year of wartime prosperity. Even allowing for 
a 30 per cent increase in living costs in the intervening decade, we see in Table 
5 how much every economic class benefits from the abolition of depressions. 
In particular, the percentage of the pdpulation unlucky enough to have less 
than 52,500 (of 1945 purchasing power) was halved; and the median mcome 
increased from about $1,100 to $2,400 per family. 


TABLE 5. Incomes in 1945 Compared •with 1935-1936 


Income 

Percentage of all families and individuals 

1945 

1935-1936 

Less than 

$ 1,000 

18 

47 

Less than 

2,000 

41 

82 

Less than 

3,500 

74 

95 

Less than 

5,000 

88 

98 

More than 

10,000 

1.3 

0.3 


Source: Census sample, 1945; National Resources Committee, 1935-1936. 

THE SO-CALLED “cLASS STRUGGLE” 

In his ectmmiic or imterkUstic determination of history theory, Karl Marx 
(1818-1883) placed great emphasis on the class composition of society. According 
to this doctrine the job makes the man, and a man’s economic interests deter- 
mine his political opinions. The well-paid college professor of economics 
writes textbooks that are apologies for capitalism; the newspaper editor, 
supported indirectly by advertisers’ contributions, inevitably takes on a con- 
servative slant. 

Although he would have denied being a “vulgar political economist,” Marx 
spent a good deal of his life in the library of the British Museum burrowing 
away at the classical economic writings of Adam Smith (1723-1790) and 
David Ricardo (1772-1823). Like them he came to attach importance to the 
nature of a man’s income. The important thing according to Marx %vas not 
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MHiply whether a man was rich or poor but whether his income tame from 
land, capital, or labor 

In feudal times the landowners formed die dominant economic class The 
industrial revolution caused the bourgeoisie (a 2-bit w ord for the business- 
man capitalist) to become “the ruling class ” As capitalism became more and 
more monopolistic, as business crises and imperialistic w ars became more and 
more intense, as the low er middle class w ere ground dow n into the proletariat 
(working classes), as the owners of the tools of production inaeasingly 
exploited the laboring man, and as the “reserve army of the unemployed’ 
grew , Marx believed the “internal contradictions of capitalism” w ould finall> 
culminate in a “bloody revolution” which would bring the proletariat into 
power 

He thought that for a short time a “dictatorship of the proletariat” might be 
necessary But once a “classless” or “one class” society became firmly estab- 
lished, the class struggle w ould end once and for all, and the state and die 
tatorship w ould “w ithcr aw ay ” Utopia \ ould be established w ith “production 
for use and not for profit,” w ith each “contributing to society according to his 
abilit)” and “receiMng according to his need,” and with “all \alues being 
determined by labor alone ” 

This IS an ot ersimplified version of an o\ ersimple doctrine Marxists do not 
themselves agree on its details or e\en on its fundamentals Non-Marxist 
scholars, and they form the \ ast majority, usually grant a gram of truth to the 
economic interpretation of history, provided it is not taken too literally and is 
swallowed down along with sexeral grains of salt 
An economics textbook cannot hope to pass judgment on such questions as 
whether evohitmary rather than revohiUmary impros ement in society is more 
likely in the American future, whether the Russian experiment does not mdt 
cate the folly rather than the wisdom of communismj(lt is interesting, how ever, 
that a recent public-opinion poll showed that 9 out of 10 Americans fancy 
themselves as part of the “middle” class and resist being included with the 
proletariat Some of the individuals so designating themselves were obviously 
pitifully poor or on relief, and many were members of trade-umons) 
Furthermore, until recently challenged by the more mihtant CIO (Congress 
of Industrial Organizations), the AFL (American Federation of Labor) largely 
pursued the nonpartisan “business umonism” tactics established by its long- 
time leader Samuel Gompers, instead of seeking revolutionary change or 
political power The same has been true of the British trade-unions, except that 
they have taken a more active part in politics, and with the coming to 
power of the Labor Party, the British, like the Swedes, have been in a position 



INDIVIDUAL AND FAMILY INCOME 


72 

to push on with their program of modified socialism. It is perhaps not without 
significance that communist rarolutions have broken out in countries dis- 
organized by military defeat or depression, in which conservatives have failed 
to yield to the changing needs of the times and in which there has been little 
history of liberal, reformist, danocratic movements. 

INCOME FROM WORK AND FROM PROPERTY 

Turning from these controversial political matters, let us consider the dif- 
ferent economic sources of individual and family income. Obviously, the in- 
come of the cosmopolitan Woolworth heiress, Barbara Hutton, and that of the 
clerk at the local five-and-ten differ in amount. Although both incomes come • 
indirectly from the same retail business, they differ in character. The clerk 
is paid for her personal efort or labor: for standing on her feet all day, for 
desisting from robbing the cash register, and for waiting on infallible customers. 

Miss Hutton receives her income from property. A personal inventory of her 
total assets might reveal no land to speak of and no tools of production. But 
somewhere in her lockbox we should expect to find some rather handsomely 
engraved bits of paper. These securities, whether in the form of stocks, bonds, 
mortgages, deeds, or annuity pohdes represent claims or titles to property and 
income. 

A naive and uninspired physician in examining the two women in question 
might find little to choose from with respect to physique, I.Q., or temperament. 
But, although each was equally endowed by her parents as far as arms and legs, 
one was not so generously treated with respect to lockboxes and property. 
Under our common and statute law, any owner of private property has the 
right to give, bequeath, or sell it to whomever he pleases (subject only to 
taxation), and few will criticize pe're Hutton if he felt that “blood is thicker 
than water.” But everyone will be curious about the workings of an economic 
society that enables a few individuals to amass such large accumulations of 
wealth and power and to perpetuate them by inheritance. 

The distinction between income from personal work and from property was 
long recognized in the Federal Income Tax Statute. Until 1943 extra credit 
was allowed for earned as distinct from unearned income, i.e., for income from 
work rather than from property income. Undoubtedly this mirrors a prevailing 
ethical belief in our democratic society that, however important property 
rights are in our society, they are secondary to human rights and needs. 

This was not always the case. When Thomas Jefferson composed the 
Declaration of Independence, he was criticized for not having made “life, 
liberty, and the pursuit of happiness” read instead as “life, liberty, and prop- 
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erty the latter being considered a natural right Today all historians 
recognize tliat the exceedingly able Constituuonal founders drafted a docu 
ment reflecting their prevailing fear that if the unpropcrticd classes u ere gi\ en 
the suffrage b) their numbers and economic interests they u ould come into 
pouer and impair propertj rights Not until after the lacksonian era a cen 
tury aeo did apologists for the wealthier classes begin to play dowai class 
differences 

It IS onl) too easy to stack the cards in fa\ or of unearned income by a 
cletcrlj contrned example Consider on the other hand the case of an opera 
singer who rcceites $100 000 a year for doing what he lotcs best to do and 
w hat It IS natural for him to do w ell And consider a w idow w hose late husband 
was able by scrimping and abstinence by self-denial and waiting to accumu 
late just enough property to }icld her a minimum of comfort ma) lca\c 
to the reader to debate whctlicr the earned income of the singer is sociallj 
more defensible than the small property income of the dependent woman 

Let us now turn briefly to tlic problem of subdix iding and classifying 1 inds of 
income 1 he old fashioned economist hi cd to \t ork w ith the classificattons 
land labor and capital Consequend) he dnidcd propert) incomes into land 
and capital or into rent and interest But it does not seem cruciall) important 
to us today that the Astor fortune is imcstcd in New 'iork real estate while 
the Marshall Field fortune comes from capital holdings > 

A more significant breakdown of property income is in terms of (1) rcla 
ti\cly fixed income rcccncrs xxho get a fixed interest rate on gosernment or 
prnate bonds mortgages preferred stocks and life insurance annuity con 
tracts or relatn cly fixed incomes from real estate and (2) those w ho rcccn e 
a xariable profit upon their imcstmcnts depending upon xthether business is 
good or bad They arc the residual claimants 
As a third great category of income wc haxc wages and salaries— the 
earnings of si ill and effort Within the classification of earned incomes w e 
can distinguish a number of different rani s the unsl illed laborer the semi 
skilled or skilled laborer the white-collar or clerical worker the business 
executive or manager and die professional man 


> Also it is important to note that rent had a spec al mean ng to the older econom sts 
To them It d d not mean what you pa d your landlord for lodgings but rather that part of 

trolTnl 1. andindestmcublc 

f ^ "bearded as interest or as 

cap tal return on its (cap til zed) value 
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THE R ENTIER CLAS S IN A DECADE OF FALLING INTEREST RATES 

These fixed-income receivo-s constitute the so-called rentier (rhymes with 
“gay”) class. They clip bond coupons or live on the interest of mortgages and 
other types of securities. An inflauon in the cost of living hurts this group 
because they receive no compensatory increase in income; contrariwise, when 
depressions strike the land and prices are falling, the rentier class would tend to 
benefit, if bonds did not go into defeult and if preferred stock dividends were 
not cut off. 

Moreover, for the past decade there has been a steady fall in the interest rate. 
A man who retired in 1925 with a million dollars might count on earning 5 or 
6 per cent on his portfolio. This would give him an income of $50,000 or 
$60,000 per year, enough to support a town and country home and a retinne 
of maids, chauffeurs, cooks, and gardeners. But gradually the high-yielding 
bonds in his portfolio would have come due or have been called in, and he 
would have been unable to replace them by equally high-yielding securities. 
His loss was American industry’s gain; railroads, public utilities, and manu- 
facturing concerns throughout the last decade have been able to reduce their 
fixed charges by refunding their bonded indebtedness at lower rates of interest. 

Even if the retired millionaire were able to avoid capital loss in the stock- 
market aash, he would be lucky in the 1940’s to average 3 per cent on his 
portfolio. This gives him an income of $30,000 or less, of which the steeply 
increased Federal income taxes would take over $10,000. Thus he is left with 
about $20,000 to live on. This is six times what the average family gets, but it 
is certainly not enough to keep two large homes, or very many servants 
these days. 

When he considers that about one-third of his million dollars will go to the 
state and Federal governments in estate and inheritance taxes, it would not be 
surprising if our retired man should be tempted to buy an annuity with his 
money. The amount he would then recdve each year naturally depends upon 
his age and life expectancy. Because each yearly payment would involve using 
up part of his original capital in addition- to interest (on a dwindling amount), 
the annuity would give him a much larger amount to spend. In fact, if his life 
expectancy were about 10 years, he could get about four times as much money 
per year, i.e., about $120,000 per year, of which the largest part would be 
nontaxable smee it involves the eating up of capital rather than interest income. 
Of course,, at his death he would have nothing left to pass on to his heirs. 

The above , example is rather unrealistic in that it refers to a millionaire. But 
the same applie.s to some extent to people of more moderate means. With 
declining rates of interest, it is becoming increasingly difficult for any family 
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head to set aside enough savings to provide for his old age and depend- 
ents — or at least to provide for them from interest earnings on capital kept 
intact 

"Vk are perhaps returning to the conditions of an earlier age "When the 
poet Pope’s father retired to Italy to li\e, he took vith him a chest of gold 
coins from vhich all family expenditures x\cre subsequently made Such a 
chest could not, of course, be bottomless In a later day, hosscser, it became 
possible x\ ith the de\ elopment of financial markets for a xi calth> man to ha\ c 


his cake and eat it too, i e , one could li\c off the interest income of his capital 
in perpetuit> In fact, some men had such large fortunes that they could, so to 
speak, lixe on the income of their income and permit their fortunes to increase 
at compound interest To him who hath shall be gi\ en' 

Toda> at 3 per cent it is not so easy to accumulate a fortune out of interest 
earnings According to a rough rule of thumb, to find out how long it takes for 
mono) to double at compound interest, divide 72 b> the interest rate Instead 
of hav mg to w air 1 2 > ears, as at 6 per cent, toda) one must w ait a quarter of a 
centurj ' In making his life plans, every citizen must therefore reckon w ith the 
fact that his sav mgs cam onlj a moderate j leld Few can hope to liv c in retire- 
ment w ithout depleting tiicir capital And because men mart) wives younger 
than themselves, and because women live longer on the average tlian men, tlie 
same problem must be faced m providing for one’s w idow 


A V isitor to a small New England tow n in die past centurj once observ cd that 
a certain harmless looking citizen w as treated as a social pariah b> all the other 
tow nfolks After much importunate questioning as to w hat w as w rong vv ith the 
man, he was told in a shuddering whisper, “He dipped into his capital' 
Such attitudes are perforce going out of date And perhaps dvcrc is poetic 
justice that an epoch which no longer considers itself responsible for the care 
of Its retired parents should at the same time be the one whicli can no longer 
afford to preserve and bequeath family inheritances 
Two important reservations to die above gioomj picture must be noted 
First, the prophets of gloom w ho prcdia the gradual “euthanasia or cxnnction 
of the Tcntter class” should reserve their tears or gloating Partlj as a result 
of the government’s “easy money poliq —but more importantly as a result of 
the Gn^t Depression which lies behind that policy-the interest earned on 
Mch dollar invested has been declining True enough But the number of dol- 
lars that the American people have been able to accumulate as savings has 
mereased more than the decline in yield Much of these savings are in die form 
or war bonds In any case, even in the prewar years, total interest income 
going to the rmtter class was not declining I or the postwar period, it will be 
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The paid farm kborer has no such problem of determimng the different 
sources of his income He has little but his sweat to contribute The only 
problem that causes him any difficulty is to know how much his “keep” — 
room and board — is w orth in addition to his cash income Before the war, he 
w as one of the lowest paid of all workers It is estimated that two-fifths of the 
2^ million farm laborers received less than $250 per year including keep' 
And only one-fifth received more than $500 During the war, the drafting of 
farm hands and the upswing in farm earnings sent farm wages up By 1947, 
form wages had increased almost fourfold in comparison with the average 
before World Vihr I but still averaged less than $100 a month plus board 
Even if this should not prove to be temporary, this still represents heart- 
breakmgly low w'ages, considermg the length of the working day and the 
exertions involved 


The Southern white or Negro sharecropper, who owns neither land nor tools 
and who lives during the year on credit and goods advanced from the company 
store, IS a more complex case In ordinary years, he is lucky if the cotton 
aop brings him enough cash to pay off the I O U’s that he has incurred 
Often he is chained to risking everything on a single crop— cotton— because 
It cannot be eaten or easily stolen A week after the harvest, he is again in 
debt, again on the interminable annual treadmill In exceptional years when the 
crop sells for a high value, he may make a profit high enough to pay back past 
debts and still have something left over. He is therefore a capitalist in a cer- 
tain sense, but undoubtedly he would gladly change this status for decent 
steady wages This explains the influx of Southern Negroes and poor xvhites 
into the Northern cities during the two wars and throughout the prosperous 
1920’s 


The tenant Jarmer represents another mtermediatc case typical of all parts 
of the Umted States Ordinarily, he will rent land for a fixed price or on some 
sort of sharing basis He may live on the farm, provide all of the labor, occa- 
sionally owm half the equipment and half the livestock, and quite commonly 
share 50-50 in the annual return Under the most favorable circumstances, 
t^ant faming represents the stcpiaddcr by means of xvhich a young fanner is 
able to dimb to ownership of his own establishment But when agriculture is 
d^ress^ for many years, as in the period betxveen the txvo world xvars, even 
independent farmers may be losing their holdings through widespread mortgage 
and ,he mflic ». fc Jadte my b= pred„A„„dy do»m«5 
opon tha land boom following 
orld Wr I, proved one of die greateat bnrdeni on agncoltnre bctiveco die 
two ima leremains to be seen whether we shall avonl this dlflienlty this ome, 
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The period 1910-1914 is looked upon as a golden age for farmers, as a norm 
toward w hich they aspire Congress has agreed to restore the price and income 
relations n hich then prevailed Unfortunately, different people define the word 
“parity” differently, as indicated by the title of a recent book, “Parity, 
Parity, Parity,”^ to which might have been added, “And still more parity ” 
At the least, parity means a restoration of 1910-1914 farm price levels At the 
next level it means that farm pnces should be as much higher than 1910-1914 
as industrial prices are Still another interpretation of parity is in terms of 
1910-1914 manm and real pirchamg power for farmers Finally, after all the 
other goals have been passed, the adherents of parity will aspire for the same 
relative share of today’s much larger naaonal income as farmers received in the 
glorious ante bellum period 

Farming is a w ay of life, not simply a business That is why it is being dis- 
cussed here and not in the chapter on business enterprise For the same reason, 
the economist cannot say that the American people are w rong in establishing 
production-control programs to help the farmer But economics can tell us 
(1) why and how such a program works (covered in the later sections of Part 
Three on supply and demand), (2) what other means than a ta\ on consumers 
might be used to aid needy farmers, and (3) in which direction lies the only 
satisfactory solution to the problem Without anticipating later discussion, it 
may be noted here that the jarmer's sohttxm js mdxssolubly linked with full 
etnploynmt and industrial prosperity Fortunately, or unfortunately, the reverse 
cannot be said 


WAGE INCOMES FROM WORK^ 


Most families receive their income from jobs Out of the 60-odd million 
people in the labor force, probably 80 out of every 100 persons work for some- 
body else The remaining 20 are bosses either on ferns, in self-owned 
businesses, or m such professional activities as medicine, law', and dentistry 
Of course, as will be seen in the chapter on business, the largest part of the 
self-employed group boss only themselves or one or nvo other employees at 
most ’ 


The weekly or monthly pay chcck-the so-called "take-home”-is the 
sensitive barometer of family well-being As a matter of feet, many families, 

•J D Bla«, “Parity, Parity, Parity,” Harvard Unuers.t> Press, Cambridge, 1942 
^tistica datt The author has relied heavily on the analyses of such data given ,n W S 

cTIn:™ tr;™ ''"“x w," s«,i . 
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These differences m people may be physical, mental, temperamental, or ei en 
moral They may be associated with biological inheritance through the genetic 
cells, or with social and economic environment They may be permanent — 
like being a man or a woman — or acquired, hke educauonal advantage These 
differences may even involve artificial convenaonalmes as the possession or 
nonpossession of a umon card and one’s propensity to drop “(h) aitches ’ 
in speaking or to pronounce “oil” ivith an “r” and “girl” without one 
Our observer can now turn back to the orld with at least the beginning of 
an answ er But only a beginning For he -« lU find that most physical traits, such 
as height or hip girth, and most mental traits, such as intelligence quotient or 
tone perception, are not so different between people as are the differences in 


NUMBER OF PEOPLE 
WITH DIFFERENT ABILITIES 


DISTRIBUTION OF INCOME 
AMONG individuals 



income distribution Usually by hook or crook, the scientist who measures 
these traits finds that they are “normally” distributed, w ith most people in the 
middle and fewer people at each end, as represented in Fig 3 Whereas in- 
comes— even those from work rather tiian property— are distributed ashno, 
with a very long tail off in the direcuon of Ae highest paid, as in Fig 4 
One could go on speculating on these fundamental questions Probably it 
would be more scientific, and more firnitfbl at this point, to take a bird’s-eye 
look at the facts about the earmngs of different groups m different occupations 
How ever, it may be as w eU to mention at this point that a recent carefiil study 
ol w age inequalities in the Russian communistic economy^ showed inequalities 

and disnersinni! j t.i . . ^ 


cnr„r.c 1 1 1 L 7 ^ ^ wkets which wcte 

surprisingly like those of our o^vn society Of course these were not accom- 

bndgr^"™ The Structure of Soviet mges Hirvwd Umvers.tj Press, Cam 
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pamed by further inequalities resulong from unequal property incomes Per 
haps a ^^ar^lng is in order at this point against )umping to the conclusion, as 
Pareto did, that there is something ■necessary and inevitable about this dispersion 
of income Within the framework of our free competitn e society fundamental 
changes in educauon have already made sigmficant changes in inequality 
Moreover, as no one knoM s better than the man at the top, our system of 
progressive income taxation has already greatly changed the relative take 
home and — ^\\hat is more important — the “keep-at-home” of the high and 
lowly paid, and there is every indicaaon that this u ill continue to be an abiding 
feature of American life 

THE POSITION OF MINORITIES 

No discussion of the inequality of incomes would be complete without 
mention of the position of economic minorities In a real sense this is the con 
cem of everyone because we all belong to some minority Yes, even the 
Smiths 

Of course the economically most important minorities consist of Negroes, 
w omen, and old people Careful, competent observers have asserted again and 
again that outright sexual discnminanon in the sense of paying men higher 
rates for the same kind and volume of w ork is not a common practice Similarly 
It has been asserted that racial discrimmation m the sense of unequal pay for 
the same w ork is not prevailing pracoce 

How can we reconcile these statements with the econonuc inequalities 
which every sophisticated person knows pretail between the sexes and races 
and w hich are shown in Table 6^ The answ er to the paradox lies partly m the 

TABLE 6 Cmnpaiative IMO Per Capita Earnings of Men and Women and 
of Negroes and Whites 



Male 

Female 

White 

SI, 401 

$734 

Negro 

S 663 

S396 


Source W S WfflTI^SK\, ‘ Earnings and Soaal Security in the United States ’ 
Social Science Research Counal, New Tfork, 1943 Data refer only to occupations 
covered by social security 

fact that discrimination usually takes the more subtle and more effective form 
of not admitting men and nmnen to the same jobs and in barring Negroes from 
manj of the higher paid jobs 
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Undoubtedly this explains much of the story Hom ever, other competent 
observers maintain that women and Negroes on exactly the same job do often 
receive less pay Women grade-school teachers often receive lower pay than 
men on the grounds that their needs are less and then classroom aialionty not so 
great Where Negro and white dishwashers work side by side, it is not im 
possible that the former should receive lower pay In a General Electric 
plant, job evaluauon experts divide all fiictory work into two parts women s 
jobs and men s jobs The pay of the lowest men begins about where the highest 
vomen s pay leaves off Yet both management and the umon will admit, off 
the record that in many borderline jobs the productivity of w omen is greater 
than that of the men 

Now It cannot be denied that there are physical and temperamental differ- 
ences between men and women For example, a woman could not win the 
heavyweight wrestling championship nor set a record for the 100 5 rard dash 
On the other hand, the female sex is the stronger sex m the sense of life ex- 
pectancy and also, perhaps, in being capable of sustained, painstaking effort 
It IS equally obvious that there are differences of skin color and hair texture 
between colored and white races 

Whatever one’s views as to the biological and environmental differences be- 
tween the races and sexes— and the views of the scientists who have studied 
the question most are very different from those of the man on the street-it is 
absolutely clear to any observer that there are numerous jobs which either sex 
or race can do equally well and is prevented from doing This is shown by the 
experience of wartime and boran when the usual barriers are lowered 
Similarly the older worker in ordinary times finds himself at a disadvantage 
m our soaety A man may be thrown on the scrap heap by the age of forty 
when many of his best years are stiU ahead of him It is not true that an older 
worker is the first to be fired, usually his experience or seniority helps to pro- 
tect him But once he is fired, it is much harder for him to become reemployed 
ParadoxicaUy, the humanitarian measures adopted by corporations to aid older 
workers (retirement pension schemes, etc ) are one of the reasons for corpora- 
tliOT becomes more expensive to hire 


Again, from the horror of war a few salutary lessons have been snatched 
W^en, Negroes, and older workers have shotvn that they are capable of 

T P")«kce am bs legnlamd ont of exmlence 

ofornght but that ,t<ady ,mpra,ement » posablo if Ae people really rait it 
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QUESTIONS TOR DISCUSSION 

1 Let each member of the class write down an esumate of his own family s mcome 
on a shp of paper From these draw np a frequency table showing the distribution of 
incomes V’Wiat is the median income* the average mcome* 

2 How much do you think it takes for a childless married couple to hve com 
fortably m your community* How would the money be spent* 

3 W^re jour parents better off than their parents* VlTiat does this suggest with 
respect to the advantages and disadvantages of capitalism* 

4 Different economic groups and classes have interests very mucli in common 
But they also have opposing mterests Discuss Gi\ e illustrations 

5 Make an outline classifying the possible kinds of income "W'Tiat has been happen 
mg to each kind in the past few years* What are some of the reasons* 

6 Formulate some of your own ethical beliefs concerning how unequal incomes 
should be for people of different abilities and needs How do you justify these beliefs* 
Would a mneteenty century American agree* Would a present day Russian* a South 
Sea Islander* 



chapter 5: individual and 

FAMILY INCOME EARNINGS IN 
DIFFERENT OCCUPATIONS 


THE LABOR MARKET S BASEMENT 

It IS an old American custom to start m at the bottom and w ork one s ^^ay 
up It IS fitting therefore that m e first examine the economic status of domestic 
servants Not all the economic facts arc TMihble on this subject because fcM 
records are kept and so many establishments are imohed For these reasons 
primarily this occupation is not noM co\ercd by the social security laws 
presumably w hen it is co\ ered recourse w ill be had to a stamp system like that 
in England where the employer fills out no records but simplj buj s a monthlj 
stamp to put m the maid s book 

But enough facts are aA ailablc to make i amply clear to all but irate and 
despera ely harassed suburban matrons that the great American sw eatshop is 
to be found m the American home A factor) m orkcr grumbles if she is made 
to w ork 8 hours a day 5 da) s a week for 520 per w eck or $1 000 a year \et 
o-thirds of the household w orl ers in such representative prosperous states 
as Connecticut and Michigan before the war earned less than 5500 one third 
earned less than 5250 per year' During this period a servant who lived off the 
premises was lucl y if she finished the supper dishes w ithin a 12 hour day It 
she was unfortunate enough to Ine on the premi es only the sleeping hours 
were her ow n and she w as lucky to get off Thursday evening and e\ ery other 
Sunday Nor were there many of the alleged comforts of a cozy home as she 
had long since lost the old \arKec pmilege extended to the help of eating 
with and being one of the ramily Finally but not least important a maid s 
chance of meeting a manageable prospect has always been at rock bottom 
86 
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She needed no Deanor club to tell her that By 1945 ^\ages had impro\ed 
but three quarters of domestic ser\ants still earned less than $500 of )earl> 
cash income 

It IS no Monder then that \\hen the war opened up jobs in stores offices 
factories and beauty parlors \\ omen left domestic ser\ ice nc% er to return 
toluntarih Moreoier if rcasombl) hi^h lc\ els of employment opportunities 
are maintained in the years ahead imddle class families must resign themseh cs 
to the new order Unless a familj is wilhn" to <»nc up a significant fraction of 
Its own income it will not be able to find a reasonably intelligent person who 
will dedicate her life to raising other people s children The moral sell that 
big house and bu> an automatic washin® machine 


Scarce!} higher in the economic scale are the miscellaneous dead-end jobs 
such as messenger clciator operator hat-check girl bus bo) and dime store 
clerk Comparam cl} little e\pcricncc trainmn- or ability is required for these 
jobs and the pa} is correspondingly low For a girl w ho hopes to be married in 
a fe\ }ears the economic waste in takin"^ such a job before finishin" high 
school ma} not be ncarl} so important as the social w astc im oKcd But it is 
nothing less than an economic crime for a bo} to terminate the schooling that 
can get him a higher skilled and better rewarded job for the few dollars and 
feelinw of independence that come from such a fiiturelcss position Fne jears 
later he is little better off than at the beginnint^ and the pa} no longer seems 
munificent to him or c\ en adequate 


This docs not mean that c\cr}one should aspire to or achic\c a hi<rh paid 
job at the top or that c\ cr} one ought to go on to take the highest college dcn-rcc 
possible Somebod} must perform the humble tasks of hewing wood and 
drawing water But as the amfiaal war period has shown it is possible for 
these jobs to command better than substandard wa'-es if (I) the suppl} of 
workers going into them is kept down b} airtuc of the fact that all those who 
can benefit from higher training do so and 0) the general demand for labor is 
brisk enough to prosidc better job oppomimtics elsewhere Lamin-rs m the 
more skilled jobs need not then ncccssaril} fall c\en if the} should total 
^mings of all labor would presumabi} be higher after equaliration because 
the aserage person is workincr more productiacl} 

Finally the enthusiastic student must not think tliat preaching the gospel 
of better training will have much influence on poor families These feel dcs 
perately the need of eser} bit of extra income Onl} when general famiK 
incomes are adequate and locational or academic training is comenientl} 
ailablc along w ith part time jobs w ill there be much effect on those who are 
most in need of improi ement 



FARNINGS IN DirrERFNT OCCUPATIONS 


THE UNSKILLED AND SEMISKILICD WORKERS 

Perhaps next in the working scale come relatively unskilled or semishlled 
factory jobs No other group in the economy has shown such remarkable 
improvements in earnings since the days prior to World War I When Henry 
Ford announced in 1914 his policy of paying $5 for an 8 hour day it w as con 
sidered revolutionary Today earnings of $2 per hour or $16 per day are 
above the average but they are not uncommon The sweatshop so characteristic 
of highly competitive industries like the garment trade is in its worst forms 
pretty much a thing of the past 

Tw 0 factors help to account for the improved status of factory labor The 
first and by fax the more important is the stead) tncmse m productivity and 
^ctenc) of labor resulting from technological wipiovcnients and large scale pro 
duction As a result $1 spent on labor working in efficient American factories 
may be tw ice as w orth w hile as $0 60 spent in England and Germany and may 
be worth more than ten times $0 10 spent on Chinese coolie labor 
A secondary but by no means negligible factor has been the growth of 
trade unm collective baigatmng and gooenmtent legislation Since 19J3 the 
unskilled and semiskilled workers hate become increasingly unionized in such 
fields as automobiles te\tilcs and electricity Unions ha\ e zealously— some 
times too zealously— made sure that the inacrses in productivity were shared 
by management w ith labor We shall return to this field of labor relations many 
times in the course of our later discussions 
A factory w orker w ill ordinarily be paid in one of tw o w ays by the hour 
or by piece rates Under proi isions of the Fur Labor Standards Act the hourly 
rate cannot be less tlian 40 cents for factories engaged in interstate commerce 
It may of course be much greater than this As of 1947, aicragc standard 
hourly rates w ere around $1 70 in bituminous coal mining $1 45 in automobile 
manufacturing $I in Northern textiles $0 90 in Southern textiles SI 47 in the 
steel industry and $1 10 in the men s clothing industry 
The general geographic pattern of industrial w age rates is w ell summarized 
in the follow irg quotation 

Considerable ^ ariation in both hourly and weekly earnings is found not only among 
the ^anous major geographic regions but also among states within the same region 
Highest wages are noted m the Far AAcst and lowest in the South The differences in 
earmngs between the East and Middle Meat are not marl cd In large communities 
wages tend to be higher than in small commumtics and in large companies wages are 
generally abm e those of small companies 
* M Ada Bcney Differentials m Industrial Wages and Hours in the United States 
p 1 National Industrial Conference Board Inc New York 1938 
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For M ork in c\ccss of 40 hours per w cck or 8 hours per diy it is customnrv 
to p-iy 1^^ times the snndird rate Thus when workers used to put in a 48 
hour w eel durinn^thc vir they were pud not for 40 + 8 bit for 40+ 12 or 
52 hours nn incrcisc of 30 per cent After the war the return to 40 hours 
cut their take liorac incomes b} c\ictl) the 30 |Kr cent increase and to pre 
\eat this organi7cd labor asl cd for a 30 per cent incrca t in standard hourl> 
rates After the stril cs of 1945-1946 m steel and automobiles labor and 
management compromised on about one half of this demand 

’IVhcn a worker is on piece rates he is paid according to how man> units 
of product he is able to turn out a woman who wraps 10 000 cands bars per 
hour will rcceisc one third more than one who wraps onlj 7 500 and so 
forth Such a method of pas has an element of fairness in it since those w ho 
worl harder and more si illfulls rcctisc more It also pleases the cmplojcr 
because it goads the workers into increasing production On the other hand 
workers claim that it leads to a fanmiin*^ speed up 

Moreotcr it gnes rise to endless debate concerning the fair piece rate 
As workers arc gi\cn better machines their productiMt) increiscs eten 
without increased effort and their camings mas become \cr) great at the old 
rates The employer not unnitunll) therefore wishes to cur the piece rate 
He m3) send a time and motion eflicienca encmeer (a modern disciple of 
rrcdcricl Ta>lor s scientific raana<»cmcnt) around with a stop watch to clock 
the worker and set a new fair rate Often the worker feels aggrieved and 
tries to slow down and magmf) the diflicuin of the new job He feels that 
the inccntnc pa) for increasing the number of pieces of output is an illusion 
that whcncicr worl ers increase their speed the rate is cur and the) end up 
b) getting no more than before while worl me harder and with a number of 
their unlucl icr buddies being laid off 

Tlic natural consequence is for unions and unorganired w orl ers to dis 
coungc their more energetic comrades from worl mg too hard and to 
reject the suggestions of the time and motion expert which would often result 
in miraculous sating of effort and fatiime and stupendous increases in pro- 
duct It) Tlius part of the increases m efhcienc) w hich come m after unions 
hate forced management to pa) worl ers well md use them more efficicntl) 
ma) be lost by union featherbedding tactics 

THE SKILLED CRArTSMEN 

Formcrl) at the top of the manual labor p)ramid but now seriously chal 
longed by the rise m earnings of the class just described is the si died crafts 
man such as the plumlicr carpenter bricl later machinist and printer In 
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many cases these activities stem in an unbroken line from the journeymen 
artisans of the preindustrial period. The characteristic union organization 
by craft or skill, rather than by industry, with its elaborate set of rules con- 
cerning apprenticeship and training is highly reminiscent of the medieval 
guild system. It comes as no surprise, therefore, to learn that the first success- 
ful permanent American unionization movement— that of the AFL in the 
last part of the nineteenth century— involved such highly specialized trades. 

Although hourly rates are still high in many of these activities, they no 
longer seem so very much beyond earnings in the large mechanized industries 
such as steel and automobiles. The reason for the relative, but not absolute 
decline in the economic status of the skilled craftsman lies in the fact that the 
onward rush of invention and technological development has not tended to 
raise his productivity and strategic position commensurate with its effects on 
mass-production industries. Indeed, laborsaving and labor-simplifying inven- 
tions have almost completely wiped out such highly skilled occupations as the 
cigar makers, glass blowers, and movie-theater musicians. The printers on 
the other hand have been able to weather the storm threat of the linotype 
invention by taking over the new technique, rather than leaving it to low- 
paid female typists. 

The high hourly rates referred to above are partly illusory because of the 
highly seasonal and uncertain employment prospects in many of these lines. 
Notable among these is the building trade in which the long winter layoff 
causes annual as distinct from hmirly earnings to be quite low. We must 
leave to our later discussion this serious problem of stabilizing employment 
and earnings. 

THE WHITE-COLLAR CLASS 

As far as economic earnings go, clerks, salesmen, stenographers, book- 
keepers, mailmen, bank tellers, and other members of the so-called “white- 
collar” class cannot be said to be better off than a substantial fraction of the 
manual-labor group. Perhaps once they were, in the days when literacy and 
a secondary-school education were not so prevalent as they now are. The 
'presence of a substantial number of women in these fields and the fact that a 
high-school graduate with a few months of commercial-school training can 
qualify for most jobs helps to explain the ftiilure of such earnings to rise along 
with increases in the cost of living and the upward trend in factory wages. 

Contrary to the predictions of Karl Marx, these members of the so-called 
“petty bourgeoisie” have resisted sinking into the working class and have 
.seldom offered fertile ground for unionization. On the contrary, observers of 
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the rise of fascism m Europe ha\e often claimed that the malcontentment of 
white-collar worl crs together with that of displaced small businessmen and 
shopkeepers pro\ided a fernle and receptive field for fascist agitation and 
propa»'anda 

The more successful members of this group w in the prize dangled before 
e\cr} American school child te thc> arc admitted o\cr the bridge into the 
e\clusn e rani s of business manaters and c\ccuti\ cs This class constitutes 
the real aristocracy of our industrial socict) As we shall sec in the nc\t 
chapter corporation c\ccum cs do not tj-picall) ownanj significant part of 
the corporation capital that they manage In short the> arc I ureaucrats c\ en 
though in ordinary times thej base no connection with government This 
IS not used as a w ord of reproach or bclittlcmcnt for it has been claimed w ith 
some co”'enc> tliat ours is esscnrially an aec of burcaucrac> 

During the decade of the prosperous 1920 s the prestige of the businessman 
was at an all time high — much to the disgust and contempt of litterateurs 
isolated in Greenw ich A illage or expatriated m Pans But despite the lampoon 
ing of Sinclair Lew IS s Babbitt and H L Mend ens Boobus Amencanus 
the businessman s go-getter philosoph} was in the asccndanc) Even religion 
was promoted as good business and explained m accounting terms "With 
Calvin Coolidffc in the White House and Andrew Mellon the Secretary of 
theTrcasur> the businessman felt quite rightl> that his was the dominant 
class 

It IS now history how Calvin Coolidgc sowed the wind and poor Herbert 
Hoov cr reaped the w hirlvv ind The fid Ic public terrified b> unemployment 
and rcscntftil of depression drove out its old idols from the temple Like 
savages who must blame even the breal ing of a fish line on some evil spirit 
the American people began a great witch hunt for the crool cd businessmen 
who had caused the Great Depression As if honest concerns had not failed 
with the dishonest and as if ignorance and stupidity w ere not infinitely more 
important than fraud' 


T^c businessman has never returned to his previous position of prestige 
Shaken of self confidence by a decade of considerable losses harassed by 
govemmenc and labor pounced upon by the courts for violation of antitrust 
law s he had forgotten existed it is little vv ondcr that he w as dj speptic before 
the war But like the unemployed he experienced during the emergency a 
feeling of being wanted and needed With the return of strength humihtv 

and inarticulateness are ebbing aw ay In the persons of Eric Johnston (former 
president of the U S Chamber of Commerce and now czar of the movie 
ndustry) Pau) Hoffman (president of Studebaker Corporation) Ralph 
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Flanders, Beardsley Rural (R. H. Alacy’s department store), and other busi- 
nessmen of the Committee for Economic Development, there are clear indi- 
cations of a more realistic and humanitarian business philosophy. 

Although the large corporation executive, like the Soriet commissar, \rields 
infinitely more economic power than his own income would suggest, it would 
be a mistake to dismiss his earnings as n^ligible. Each year the SEC (Securities 
and Exchange Commission) requires corporations to list the amounts that 
they pay their top employees. Usually die list is headed by Louis B. Mayer 
of Aletro-Goldu'jm-Adayer moiries, Thomas J. ^Ahtson of Tntpm nr inn jl 
Business Machines, Charles Luckman of the Lei'er Brothers soap company, 
Alfred P. Sloan of GM, E. G. Grace of Bethlehem Steel, and a number of 
morie e.xecurives. Mixed in wndi these luminaries are usually such stars from 
Hollj-wood as Bing Crosby, Ginger Rogers, Fred MacMurray, Cary Grant 
Greer Garson, and Bob Hope. 

Part of the reward of top e-xecutives comes in the form of bonuses, retire- 
ment pensions, and capital stock. Bonuses, in particular, go up sharply with 
improvements in business so it is hard to say just how much the top executives 
of laige companies can hope to get. Par may be set at somewhere below 
§1,000 a day or around §300,000 a year. Of course, few people can hope to 
shoot par; but during good rimes and wars, a few earn “birdies” and even 
“eagles.” 

Of course, these verj' highest salaries do not apply to all senior corporation 
executives, but only to those at the top of the largest companies. Presidents 
of railroads, who usually come up from die ranks, rarely receive much more 
than §60,000 a year or §1,200 a week. This is even less than the §75,000 per 
year paid to the president of die United States and is nor more than a United 
States Senator receives in his 6 years of office, or than Generals Eisenhower 
and Alac-Anhur together received during die war. 

-As a matter of fact, a more detailed study* of good-sized companies (60 to 
200 im'llion dollars of assets) shows that in 1941, under frvorable circum- 
stances, the top executive might earn §195,000, the second in command 
$122,000, the third §100,000, the tendi executive only §44,000, and the 
twentieth §28,000. In the middling generous companies, the top man received 
only §75,000, the fifth man §33,000, die tenth man §25,000, pnd the twelfth 
man only §16,000. 

'JoHX C. B^ker, Payments to Senior Girporation Executives, QturterJy Jounul of 
Eammmes, Vol. LIX, Februarj', 1945, pp. 170-185. Sec also the discussion in Chap. XII of 
R. h. Gordon. “Buriness Leadership in the Large Corporation,” The Brookings Institution. 
Washington. D.C., 1945. where further references are given. 



EARNINGS IN DirFERENT OCCUPAIIONS 93 

Among smaller companies iMth assets from 5 to 50 million dollars, salaries 
were $75,000 at the top of the generous compames, $25,000 for the fifth 
man, and $11,000 for the fourteenth man on the totem pole In the small com 
panics of only medium generosity, the top man received $50,000 but the 
fourteenth man is down to only $8,000 

We may summarize the study by saymg that, aside from differences in 
the generosity of companies, a medium executive m a medium large company 
earns about $25,000 a year before taxes and a similar man in the small com- 
pany field receives about $12,000 a year All the figures cited are before 
Federal personal income tax, such taxes are considerable and must be sub- 
tracted in arriving at the executive’s disposable vneame ^ 

Some may think these figures low , some, reasonable The late President 
Franklin Delano Roosevelt seemed to thmk them high During the depression 
emergency and again during the war, he tried to limit salaries His executive 
order put a wartime top on salaries of $67,000 per year before taxes, or 
$25,000 of yearly disposable income after taxes, but it was later overruled by 
Congress One of the many reasons advanced was the fact that people with 
property income were under no similar ceilmg so that the order was dis- 
criminatory However, a quite opposite corollary might have been deduced 
from this In any case, more than one shrewd observer of New York social 
life and cafe society has commented on the revolutionary change in the 
composition of the better heeled classes those with property income are 
being displaced relatively by those with earned income Rather few people 
have the million necessary to yield $30,000 at 3 per cent interest, but numerous 
individuals have salaries in excess of this amount 

FROIXSSIONAL INCOMES 

The various professions do not have a great deal m common except that 
they all tend to require a great deal of education and traimng In addition to 
undergraduate college traimng of 3 or 4 years, a doctor requires 4 years of 
medical-school traimng and 1 or more years of hospital intemeship This is a 
lar ay from the days when the new apprentice simply accompamed a doctor 
as he made his horse-and-buggy rounds In lessa degree, the same trends are 
observable in the nonmedical professions law, dentistry, veterinary service, 
accounting, engineering, teaching, nursing, pharmacy, and so forth The 
chiropractor and osteopath as well as the preacha of the Gospel all require 
inaeased training 


' Since 1941 both executive salaries and living costs have continued 1 
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The professions differ, too, in die extent to which their members are self- 
employed or employed for wages by others. About four out of five doctors 
“hang out their shingles,” but only seven out of ten lawyers do. The engineer 
on the other hand, although he started out as a private consultant, is today 
almost completely in the regular employ of somebody else. The same is true 
of about three-fourths of the registered nurses, almost one-half of the certified 
public accountants, and practically all teadiers. Dentists, chiropodists, chiro- 
practors, and osteopaths, on the other hand, are self-employed m 95 per cent 
of the cases. 

In one respect all the professions are alike. They all think that they are 
underpaid. This is understandable since nobody gets enough of the good 
things in life. l^Tiat is strange is the fact that the spokesmen for each- 
intelligent deans, editors, and heads of professional societies — all seem honesdy 
to believe that other professions receive more money or that in some past 
golden age their own professions earned more. Harold F. Qark’s work on 
life earnings* gives a number of amusing quotations showing how the doctors 
think that they make less than lawyers, engineers, and plumbers, how the 
dentists think that they are slipping behind in the financial race, and so forth. 

This would be merely comical, w'cre it not for its serious side: the tendency 
for each profession to try to lessen competition by restricting its numbers. 
Not that such august bodies as the American jMedical Association put matters 
in this way, or think comically in these terms. Rather an appeal is made to 
raise minimum standards, in itself a commendable thing. But carried to its 
logical extreme, this could provide an excuse for any amount of cutting down 
of numbers, until w'e reach the reductio ad absurdimi of having only the single 
best doctor left in the profession. 

According to competent observers, w’hose testimony went unheard before 
the war emergency, the medical needs of the American people could not 
adequately be met by the existing number of doctors. Few’ experienced college 
deans would quarrel with Clark’s statement. 

There is good reason to think that there are perhaps ni-o or three million people in 
skilled and unskilled labor who haw abilit)' equal to that of the average indiridual in 
medicbe. . . . The average salary in engineering, for instance, is some five and a 
half rimes the average income in unskilled labor and three rimes the average income in 
skilled trades. There seems to be no reason for such large differences except lack of 
informarion in r^ard to average incomes and lack of opportunity to enter engineering. 
. . . Much as . . . professional groups dislike to hare larger numbers of people 

* H. F. Clark, rt a!., "Life Earnings in Selected Occupations in the United States,” 
Harper & Brothers, Netv York, 1937. 
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entering on grounds of social tvclfare there seems to be no other altemaove If income 
data are any adequate test the country needs far more people in all these professional 
groups ‘ 

Two different points of view should be clearly kept apart One is that 
represented by President Qinant of Harvard University By means of a 
generous number of scholarships he Mould encourage the best to go into 
professions independently of their family income But he is still for keeping 
numbers small and standards high The second group of reformers would go 
M ith him on the recruitment of talent from all income strata, but m ould argue 
that an expansion of numbers is needed They admit that average ability 
might be loMered but consider that measure of quality misleading Instead 
they argue that quality at the top Mill still be there, and m addiuon there 
Mill be practitioners Mho are highly useful even if they are not geniuses or 
specialists 

It IS somewhat ironical that, during the war for the first time the expense 
of higher education m as no bar to the poor student The progressn c acovmes 
of the Army and Navy in this regard have been supplemented by the G I 
Bill of Rights which gives financial aid up to and beyond S 1,000 per academic 
year (depending upon marital status) to pay the schooling costs and living 
expenses of ^ eterans This is just one of the many examples that caused one 
wise, but realistic, obsen er to say, “It is too bad that everyone wasn t drafted 
into the armed forces' Then we should all be veterans Then no one’s illness 
or unemployment w ould be a matter of social indifference ’ 

Let us turn now to the facts on professional earnings In Table 1, compara- 
ave data are given for many different occupations Column (2) gives esti 
mated median annual earnings (By the median man is meant the one just in 
the middle, with half the people above him and half below ) Column (3) gives 
average annual earnings, these exceed the medians because the extremely 
large earnings of the lucky few are divided equally among all members and 
swell the average Column (4) gives the present (discounted) values of life 
time earnings Thus, suppose the average doctor works from the ages of 
twenty seven to sixty nine, or 42 years in all Forty-two years at $4,850 per 
year would give a total of lifenrae earnings of about $203,700 But a dollar 
10 years from now is not worth a doUar today In fact, if the rate of interest 
IS 2 9 per cent as in government victory bonds, $1 payable 10 years from now 
IS worth only $0 75 today At 4 per cent interest, as used by Clark in Table I 
even more would have to be deducted or “discounted” for interest Now to a 

^Jbtd pp 16 24 
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young student debating whether to be a doctor or not, part of bs earnings m 
that profession will be even more than 10 or even 40 years away This has 
been allowed for in the present (discounted) value of lifetime earnings, Col ( 4 ) 
Column (5) gives the age span of those vho remain in the occupaoon m 
question 


TABLE 1 Income Data foi Selected Occupations, 1920-1936 


Occupation 

( 1 ) 

Median 

annual 

earnings 

(2) 

Average 

annual 

earnings 

0) 

Present (discounted) 1 
value of lifetime 
earnings 

(4) 

Age span of 
occupation, 
years 

(5) 

Medicine 

$4 250 

$4,850 

$108,000 

27-69 

Law 

3 600 

4,730 

105,000 


Dentistry 

3,760 

4170 

95,400 

24-69 

Engineering 

3,700 

4,410 

95,300 

22-65 

Architecture 

3,190 

3,820 

82,500 

22-65 

College teaching 

2,470 

3,050 

69,300 

25-69 

Social work 

1,517 

1,650 

51,000 

30-65 

Journalism 

1,600 

2,120 

41,500 

23-69 

Ministry 

1,780 

1,980 

41,000 

25-69 

Library work 


2,020 

35,000 

23-69 

Public-school teaching 

1,220 

1,350 

29,700 

20-69 

Skilled trades 


1,430 

28,600 

18-62 

Nursing 


1,310 

23,300 

21-51 

Unskilled labor 


795 

15,200 

18-62 

Farming 


580 

12,500 

51 

Farm labor 


485 

10,400 

51 


Source H F Clark, et al , "Life Earnings in Selected Occupations in the United 
States,” p 5, and later chapters, Haiper &. Brothers, New York, 1937 


A number of interesting relations appear from the tables Of all the “gen- 
teel” professions, that of the ministry is by far the worst paid, even though its 
members must maintain a relauvely expensive standard of living Obviously, 
no one enters the ministry for its financial rewards in this life, and a surprising 
number of mmisters leave the profession for other activities. It is espeaally 
tragic that ministers are not covered by the old-age retirement pensions of the 
Social Security Act, since the sects diat make adequate pension provisions 
are the exception rather than the rule All obsen^ers have commented upon 
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the revoJuuonarjr dedine m the percentage of college students aiming at the 
ministry today as compared to 75 or 40 years ago 
To supplement the above estimates, -nbch Clark is the first to admit aie 
only roughly accurate, we are fortunate m having some rather elaborate 
quesaonnaire surveys by the Department of Commerce of earmngs m a 
number of professions consisting primarily of independent practitioners ‘ 
Most of these records go right up to 1941 when the m artime prosperity \ias 


table 2 Average and Median Net Income of Nonsalaned Piactitmers in 
Stated Professions, Selected Years, 1929-1941 



Net income 

Professional group 

1929 

1933 

1941 


Median 

A\cragc 

Median 

At crage 

Median 

Average 

Certified public account- 


£7,300 


$4,200 



Lawyers 


5,500 


3,900 

£3,000 

$4,800 

Physicians 


5,200 


2,900 

3,800 

5,000 

Dentists 

$3,700 

4,300 

$1,900 

2,200 

3,300 

3,800 

Osteopathic physicians 

3,100 

3,600 

1,500 

1,900 



Veterinarians 

Chiropractors 

2,100 

2,500 

1,100 

1,300 

2,300 

2,700 

Chiropodists 

Nurses 


1,200 

1,200 

1,500 

1,200 

1,200 


Source Survey of Current Business, May, 1944, p IJ ^11 data rounded off to 
nearest $100 


already beginning to be felt In every case before arriving at net income we 
subtract from the professional man's gross income or cash intake all his 
expenses of doing business (rent, assistants’ salaries, materials, etc ) 

Both median and average incomes are givai for the 1929 boom year, the 
1953 depression year, and for the latest available year, 1941. From the com- 
parison let us eliminate certified public accountants as being a select sample 
of the best accountants and as being more comparable to members of the 

'These are reported m six articles cnadcd Incomes in Selected Professions, Survey of 
Current Business, 1943 and 1944 The last article (May, 1944, pp 15-19) gives a useful 
summary 
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College of Surgeons than to the rank and file of physidans. It then appears 
that lawyers and doctors lead the list in earnings. Actually in the last year 
the physidans W'ere beginning to forge ahead of the attorneys in earnings. 
Dentists fall substantially belo\v both of the above groups, but well ahead of 
veterinarians and registered nurses. 

The more detailed yearly figures from which the table is taken show clearly 
that all professions are hard hit by depression. Aside from consulting engi- 
neers, whose earnings are cut to the bone, dentists are most affected by the 
business cycle, probably because many people consider their treatments as 
postponable. Doctors are next hardest hit, presumably because they, like 
dentists, cannot collect all thdr bills during depression nor cut down on their 
overhead expenses. Registered nurses, on the other hand, having no fixed 
expenses to speak of and w'orking largely for cash, show rather steadier 
earnings over the cyde. How^ever, if we allow for their unemployment for 
many days of the month as Clark does, we may estimate that thdr earnings 
fall 50 per cent in depression, w'hich is a much less rosy picture. 

^^Tiat differences are there in professional earnings in dties of different 
sizes? The answ'er given by the Department of Commerce study is as follo\vs: 
in all professions earnings increase as we go to larger towns and cities until 
■w'e reach dries of about i H or M million population. Then earnings seem 
to drop in all professions except latv. Possibly because most successful corpora- 
tion lawyers are to be found in large metropolitan centers, average legal 
earnings continue to rise; but interestingly enough, median earnings — the 
more significant measure — do fall off in the large dries as in the case of the 
other professions. 

Also, there are characteristic income differences according to regions of the 
country. The Padfic Coast states lead in every case. Usually the Middle 
Eastern states come next. Almost im^ariably the Southern and Mountain 
states are near the bottom, and New England seems to be below' the country- 
wide average. The moral seems to be to go to a good-sized West Coast town, 
but not to the largest ones. How'ever, quite a number of people have been 
doing just that during the w'ar. So before you pack the family into the auto- 
mobile, you had better check with the latest statistics on earnings. 

These average earnings figures must now' be supplemented by data show'ing 
the dispersion around the average. Every one of the professions is character- 
ized by considerable inequality of income. The spread between highest and 
low'est incomes is most marked in the case of law'. This is in line with common- 
sense expectations, since e^qierienced lawyers w'ith w'ide contacts are known 
to have very high earnings. The least inequality holds in the case of nursing. 
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show graphicaUy the amount of mequahty m the professions as of 19 , 
,ve use our old friend the Lorenz cuire It will be recalled that the heai^ 
Taonal hne represents perfect equahty The curve for nursing is therefore 
nearest to this line Law, being most unequal of all, naturally has a curve 


INEQUALITY OF INCOME 

for selected professions 



Practitioners (percent o( total) 

FIG 1 Source Survey of Qtrrent Business, May, 1944 


farthest from this line Smce the spread m physiaans’ earmngs is rather large. 
Its curve comes near to that of lawyers Dentistry, being by and large more 
of a routine profession, has its curve nearer to that of nursing, t e , with 
relanvely little inequality 

Let us translate these inequality figures mto concrete dollar terms Because 
{3,300 IS the median for dentists, half of them get less than that and half more 
Tu enty per cent get more than $6,000 per year, and only 3 per cent earn more 
than $10,000 per year Most of these would be speciahsts (in teeth straighten- 
ing, extractions, dental surgery), but a few might be “society dentists” with 
a good barber-chair manner 

With the growth of hospital care, private-duty nursing by both registered 
and pracncal nurses has been on the decline Earnings in this field are about 
comparable to those of general staff nurses, counting in the latters’ mainte 
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nance (food and lodging), but less than that of nurses engaged in pubhc health 
work In other words, governments (state, local, and Federal) are good 
employers A nurse contemplaong free lancing should be warned that only 
1 in 20 prn ate duty nurses can hope to earn more than $2,000 a year Even 
few er can hope to win a rich and elderly husband 
Of all physiaans out on their own, about one fourth earned less than 
$4000 in 1941 A little more than one fifth earned more than $7,000, and 
one in eight surpassed $10 000 Interestingly enough physicians who worked 
for a salary a\ eraged about $500 more per year than those on their own, while 
those part on salary and part on then: own ai eraged almost $1,000 more 
Moreoi er, those completely on salary hardly e\ er fell below the $2,000 level 
They w ere grouped much more around the median In i lew of the move tow ard 
climcal and socialized medicine, it is mteresting to note that the best paid 
people seemed usually to he in the category of being attached to some clinic 
or hospital and of rccening at least part of their income from that source 
Before leaving the independent professional pracutioners, w e must observe 
that all of them possess the pleasing quality of having earnings that rise with 
age and experience A ditchdigger at twenty five has passed his prime, but a 
physician or lawyer continues to improte economically unal past middle age 
Table 3 gnes in Col (2) the age at which earmngs are at their peak Column 
(3) gnes the span of years in which earmngs are within 10 per cent of the 
peak, or what has been called the “pnme earning period ’ 


TABi c 3 Growth of Professional Earnings with Age 


Profession 

(1) 

^gc of peak 

1 earnings 

(2) 

Prime earning 
penod 

(3) 

Mediane 

Low 50 s 

35-54 

Law 

Late 40 s 

45-59 

Dentistry 

Around 40 

35-49 

Veterinary practice 

Late 30 s 

35-39 


Source SuT„e^ of Current Bmness Ma> 1944 p 16 

On the whole lawyers seem to do best at the older ages (In fact, the 
indicated peak around 50 >ears is followed by a long plateau in which earmngs 
drop ^ery little) Physicians’ earnings hold up well until the mid fifties and 
then drop rather rapidly Presumably the strenuous character of a doctor s 
duaes is the mam reason Dentists seem to reach their peak at the quite early 
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age of forty But veterinarians show even stranger behavior since the young 
men do better than the old Probably this is misleading Because of a virtual 
revolution in educational requirements in recent years in this field, the younger 
men— many of nhom have a profitable pet pracDce rather than a farm prac- 
uce— receive more money Such a revolution will not be repeated presumably, 
therefore, in time, the well-trained older men will show more normal earnings 
Incidentally, it is not true, as many people believe, that doctors do badly 
m their early years of practice Once their training is really completed, their 
wmings greatly exceed those of most w orkers How ever, there is a possible 
joker in all the above statistics They refer to the earnings of active prac- 
nnoners They do not relate to all the people who were trained for this pro- 
fession Thus, they do not indicate how many law yers become discouraged 
by low earnings and qmt to go into other businesses w ith their fathers-m-law 
Let us turn very briefly to teadung Increasingly a college bachelor’s 
degree rather than a couple of years of normal school is becoming the pre- 
requisite for grade school teaching, for high sdiool teaching m city schools, a 
master’s degree In the college field, only the large colleges can afford to buck 
the universal trend by taking on a man who does not have the doctor of 
philosophy degree 

There is a clear tendency for mcreases in teachers’ salaries at all levels to 
he sticky and to fall behind the cost of hving and wage increases elsewhere 
This means that the quality and quantity of people going into the teaching 
field may fall Tbs was the case m World I, m the 1920’s, and durmg 
the recent war At the college level the situanon is most acute in the natural 
scimces and other fields (such as economics, surprisingly enough) where 
higher paid competmve ofi'ers from business and government threaten to dram 


We may close our discussion of professiimal incomes with a brief examina- 

f 1 A have never had formal fiill-time college 

Ml “"Hie group (about 

90,000), mechanical engmeers are almost as large a group then eleL.!! 
engineers (benveen 50,000 and 60 0001 Tl,« i i lectrical 

to the latter ’ ^ ^ growing relatively 
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the relatively difficvilt times experienced by civil engineers in the Great 
Depression (almost 40 per cent not employed at their normal types of job 
in March, 193 3 !) . It also helps to eqjlain why so many of them are anxious to 
work for the government. Moreover, even those who work for private com- 
panies often find that most of their jobs are concerned with public works 
(bridges, dams, etc.) that involve the government’s dollar indirectly. 

IS COLLEGE WORTH tVHILE? 

The answer to this question depends in only small measure upon economics. . 
The sodal and cultural value of 4 years of collegiate life cannot be translated 
into exact dollar terms. If we consider the cost of a professional education 
and compare its earnings with less trained occupations, we should be able to 
reach some general conclusions about its purely economic advantages. 


TABLE 4. Illustrative Figures an the Cost and Value of Professional Training 


Kind of professional training 

Cost* 

Valuef 

Profitl 

(1) 

(2) 

(3) 

(4) 

High school only. . 

0 

0 

0 

Collie bachelor degree 

S 6,000 

525,000 

4-519,000 

Master’s degree 

8,000 

25,000 

+ 17,000 

Engineering degree 

7,000 

55,000 

+ 48,000 

Ph.D. degree 

13,000 

40,000 

+ 27,000 

Medical training 

16,000 

70,000 

-t- 34,000 

Legal traiiung 

11,000 

70,000 

-f 59,000 

Dental d^ree ... 

12,000 i 

55,000 

+ 43,000 


Source; In arriving at these estimates, consideration \\>as given to the figures of 
Clark, cit. Walsh Q. R. M%lsh,^e Capital Concept Applied to Man, Quarterly 
Journal of Eamamics, 1935, pp. 225-285), and die Department of Commerce, op. cit. 
The quanritadve results are very rough and should not be taken too seriously. 

* Discounted at 4 per cent interest back to day of high-school graduation and inclusive 
of expenditures for books, tuition, board and room, recreation, as well as foregone earnings. 

t Present discounted value of (median) lifetime earnings minus discounted value of a 
high-school graduate’s earnings during the same years. 

J How much of this algebraic difference between value and cost is due to training rather 
than ability or other factors cannot be said with confidence. Probably the figures for similar 
professions can be compared with the greatest accuracy. 

To evaluate each profession, imagine a number of members of a high-school 
graduating class. A hard-boiled accountant with a crystal ball gazes into the 
future and draws up a balance sheet showing the present value as of that 
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/ on at of all future costs of each occupations training These figures are 
gnen in Col (2) Thus a boy without any resources who wished to ha\e a 
medical cducauon would have to borrow $16 000 on the day he graduated 
from high school to pay for a medical education and to coter the income he 
foregoes while in school A boy who desires only a college bachelor s degree 
uould need $6 000 in the bank to be free of worries One who quits at hieh 
school needs zero dollars by dcfinititm A similar procedure of estimating 
c\tn costs must be follow ed for each profession or for a college education 
Itself 

\\ ith what shall we compare the e\tra costs of professional training? With 
the present discounted oabie of hfetmie eammgs in that profession? No Instead, 
c should compare the extra traimng costs with the extra \alue of lifetime 
cirnmgs o\cr and above lifetime earnings without professional training 
Column (3) gives a rough estimate of die aserage extra value of professional 
lifetime earnings oier and abose nonprofessional work This must be com 
pared w ith the extra cost 

Column (4) shows whether or not the professional training was worth 
while It gnes the difference benteen Cols (3) and (2) or the algebraic 
profit or loss of an average indn idual goii« into the profession As w c should 
expect It IS very profitable to go into most of the professions with the possible 
exception of college teaching Whether or not the nonpecuniary advantages 
of academic life oxerrule the money calculation will depend upon the mdi 
X idual in question Certainly in all x-ocational decisions the net advantages of 
pleasantness seniority rights and continuity of employment must be given 
full weight ^ 


TOy do« not COTpootion wipe profit or loss fern, any profess, „n= 
I w ™pl= „ hy don t more people go mto medicine snd dennstryJ In licr 
don t more mdn lAsIs go mro medjene instead of dentistry smee the 
MTO sre better snd the prestige is gtesret= If competiaon does not set the 

t^tpticefotnsporfofdttcnd die somsl loss is not csmmrophic Bnthl^em 
te n^ impotmnt s^ of getang a In mg ne see dmt competition notks 
ftt f,^ perfectly A mimhet of obtions rensons snggest themselm 
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very large. If people were property like horses or slaves and if a man could 
legally sell himself, shrewd speculators might invest in promising young 
people and share part of the return with them. But, quite properly, our laws 
do not permit this. Of course, the same desirable effect can be achieved in 
part if students of poor families can borrow from somebody and repay out of 
later earnings. Actually there is a good deal of this, often on a semiphilan- 
thropic basis. But it is primarily of importance in enabling students to finish 
their college training; it does not bring very many people to college who 
would not otherwise go. The same is true, but in lesser degree, of under- 
graduate scholarships. These rarely cover the full expenses of schooling and 
rarely enable really poor boys and girls to go to school. 

3. There is considerable evidence from the statistics of medical school and 
dentistry applications' that a considerable number of people do try to get 
such advanced training. Unlike a law student, a medical student does not 
cover most of his training costs when he pays tuition. With gifts and endow- 
ment earnings being limited, there are not new places in medical schools 
for more students even if they were willing to pay tuition. This fact plus the 
natural desire of the profession to limit numbers by raising standards has 
caused the American economy to have too few trained doctors as measured 
by three criteria; (1) national needs, (2) doctors’ earnings, (3) the nation’s 
stock of talented young people who are eager to be doctors or who would be 
eager if their economic situation didn’t make that out of the question. 

Thus a case can be made for Federal or state aid on a large scale to educa- 
tion, both for tuition and extra capital facilities. Moreover, since the govern- 
ment can borrow at 2 per cent or less, the above use of 4 per cent interest in 
the figures underestimates the nation’s profit from providing greater educa- 
tional opportunities. A Federal education program, going beyond the G.I. 
Bill of Rights, would be a continuation of what has always been peculiarly an 
American trend at the state and local levels. 

In conclusion, the individual must keep two important qualifications in 
mind before applying our figures to his oum case: (1) The fact that those 
with, say, a Har\fard Business School dqjree earn some per cent more than 
those without does not necessarily mean that anyone who gets such a degree 
will secure similar increased earnings. Perhaps such Harvard students are 
already a select group with respect to wealth, influence, and ability; no one 
can tell how much of their extra earnings were due to the degree. The same 

‘ See S. Kuznets and AIilton Friedmax, Incomes from Independent Professional Prac- 
tice, 1929-1936, Bull. 72-73, pp. 15-17, National Bureau of Economic Research, Inc., 
New York, 1939. 
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point holds for all professions (2) An individual choosing a profession is not 
interested ;ust in aierage figures but m die spread If tv\o professions have 
equal average earnings but one has greater extremes at the top and the bottom, 
which V ill be chosen by the indn idual? This depends Some people w ho i alue 
certainty will prefer dentistry to mediane even though its at erage earnings 
are less, because there is less chance that a dentist w ill earn stan ation wages 
than a doctor However, there is also less chance that he will hit the jack pot 
of very high earnings Other individuals like to take a chance, particularly 
since they and their families are often biased in favor of their on n capabilities 
and chances of coming out on top Certam it is that in professions like Ian 
and movie acting, the few ridi plums held out at the top constitute an attrac 
non for aspirants far beyond what is justified by any reasonable probability 
calculation It is one of the more engaging traits of human nature to feel, “I am 
different' Alas, there result \ast social wastage and endless heartbreak to 
would be arasts, musiaans, and inventors To these fields as to the Kingdom 
of Heaven— many are called but few are chosen 


ECONOMIC STRATinCATION AND OPPORTUNITY 

America has always been considered the land of opportunity where anyone 
with ability might get ahead in the w orld The success legend of the Horatio 
Alger Jr , “poor but proud ’ hero w ho w orked his w ay to the top and marned 
the bosss daughter— or vice versa— has no doubt been overdrawn But it 
did have elements of truth as compared to the situation m older European 
countries, where an aristocratic tradition hngered on, and where free schooling 
beyond the primary grades was never estabhshed 
For exMple, the “old school ue” and, more important, the Oxford accent 
were until recently almost indispensable to political and social advancement 
in Bnain, even with the free scholarship system, few members of the low er 
or middle class codd jump this hurdle iVhercas here m this country few 

^ ■" 8“8«ph.cl rather sc^taT 

I^W^SeSr^ “ ™l.-n^.shable m appeataeee 

O'etthde.., a eare&l qaeant^atre .nvMgaq™ of the aooal ortgina „f 
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successful businessmen, namely, the durectors and ofScers of corporations, 
turned up some surprising facts. The typical American business executive did 
not come off a farm or out of a workingman’s home, but more likely his 
father was also a businessman or possibly in one of the professions. Table 5 
summarizes the social origins of a large sample of businessmen as observed 
by Taussig and Josljm. For comparison, the social origins of millionaires and 
of those listed in “^^Tlo’s Who” are also presented. 


TABLE 5. Per Cent Distribution, by Occupation of Fathers of American 
Business Leaders, of Millionaires, and of Persons Listed in “Who's Who" 


Occupation of father 

American business 
leaders, 1928 

American million- 
aires, living in 
1925 

Persons listed in 
“VlTio’s MTto,” 
1912 

Businessman ... 

60.0 

75 0 

35 3 

Professional man. 

13.4 

10.5 

34.3 

Fanner 

12.4 

7.3 

23.4 

Laborer. ... 

12 5 

1.6 

6.7 

Other 

1 7 

5 6 

0.3 

Total 

100.0 

100.0 

100.0 


Source; F. W. Taussig and C. S. Joslyn, “American Business Leaders,” Chap. 
XII, The Macmillan Company, New York, 1932. 


It is not surprising that milhonaires come from well-to-do business back- 
grounds because here we should expect inherited wealth to be an important 
element. But it is rather unexpeaed to learn that there is a hundred times 
greater probability' of a businessman’s son becoming a successful business- 
man than a laborer’s son, and twenty times greater probability than for a 
farmer’s son. Moreover, the trend was even more pronounced for the younger 
generation of businessmen studied. 

Does this mean that American economic society is hardening along caste 
lines.^ Taussig and Joslyn are not sure. They point out that two diametrically 
opposite explanations are possible: (1) In the past there was high social 
mobility in America: all the cream rose to the top, leaving naturally less 
gifted people at the bottom. (2) There are strong, and perhaps growing, 
barriers to circulation between the economic classes. 

Taussig and Joslyn incline rather to the first view, feeling that “You can’t 
keep a good man dovwi.” Most sociologists would disagree. They would 

'■ The reader should be sure that he realizes why this statement is not inconsistent with 
Table 5 : there are more than twenty times as many sons of laborers as of businessmen. 
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emphasize the thousand and one subtle psychological, soml, economic, and 
educational disadvantages of the children of less fortunate families, that equal 
ability IS not akays able to give rise to equal achievement, that 


“Full many a flouer is bom to blush unseen. 
And uaste its sweemess on die desert air ” 


Whichever view is right, the implications for policy are the same Human 
beings are a nation’s most important form of social capital a form, more- 
over, in which we have invested too litde in the past Talent, uherever it 
may be, is worth being sought out and nurtured 


SUMMARY 

Annual and lifetime earnings differ considerably among occupations and 
professions However, patterns of some regularity and persistence are dis- 
cernible, and the differentials can be partially explained in terms of economic 
analysis 

The problem of changes in the pattern of earnings and the circulation of 
individuals up and down the ladders of economic success have been of peculiar 
interest m our American cultural scene, and much remains to be learned about 
the patterns of economic and social stranfication 


QUESTIONS FOR DISCUSSION 


1 List a number of business concerns in your MCinity About how much do the) 
pay for different kinds of work* 

2 What vocation are you aiming for> WTiat are its economic adiantages and dis- 
advantages? What about the noneconomic factors? 

3 How much do you expect to be making (a) 3 months out of college, (b) 5 years 
later, (c) 15 years later, (if) 30 years later? 

4 Express in words the statistical facts shown m Tables 1, 2, and 3 

5 Is America still the “land of opportunity > How important are heredity, 
environment, “pull,” zeal ability, training, wealth, m getting ahead m different 
professions? 

6 What does Table 5 suggest to you? How do you account for such results? 
What new data would you want to enable you to draw mdre definite conclusions? 



Chapter 6: business 

ORGANIZATION AND INCOME 


OURS IS a business avilization To understand it at all, m e must first under 
stand the organization and fiinctiomng of business enterprise The first part 
of this chapter leads up to the analysis of die modem corporation, primarily 
by an extensive case study, the last half is concerned with the financial 
structure of corporauons, particularly the modem large scale or “giant 
corporation In an appendix there is presented a brief introduction to the 
fundamentals of accounting, without a comprehension of which there can 
be no real understanding of the economics of enterprise 


A THE FORMS OF BUSINESS ORGANIZATION 

THE POPULATION OF BUSINESS ENTERPRISES 

There were some t hree million American business uni ts in the period imme 
diately following World II, and all except a ^ ery small fraction of these 
enterprises consisted of very small-scale units owned by a single person 
Most businesses are here today and gone tomorrow , the average life expect- 
ancy of a business being only about half a dozen years Some will terminate 
in bankruptcy, many more will be voluntarily brought to a close with sighs 
of regret for dashed hopes and an expensive lesson learned, still others will 
come to a joyous end when their “self-employed ’ o^vner finally lands a good, 
steady job or takes up a new line of endeavor 
As fast as old businesses die, others are bom The present population of 
108 
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business concerns grew up as a result of the cumulated excess of business 
births over business deaths during previous years As the American economy 
grows we may expect a steady further increase m the number of hrms from 
a normal excess of business births o\er deaths Indeed, during the years of 
transition from war to postwar, there is taking place an acceleration in the 
blossoming of new businesses This is in part because so many returning 
senicemen wish to launch new ventures with their own, their friends’, or 
their grateful government’s capital But the great increase can also be attributed 
to the fact that wartime scarcities and restrictions kept down the formation 
of new enterprises, especially in the retail and services tndes 
It had been predicted that the w ar w ould cause a tremendous shrinkage in the 
number of businesses, particularly as a result of many organizations’ going 
bankrupt Actually, the decrease in number was quite moderate and resulted 


to a considerable degree from the wartime decline in new business births 
Failures and shutdowns were at a surprisingly low level during the war 
period, in some weeks hardly a single tenkniptcy was listed for the whole 
United States, something that had scarcely ever occurred before m all our 
histor) since Columbus first sighted land 
In the uvo years prior to Jan 1, 1946, some 700,000 new businesses were 
started and only 300000 were discontinued As a result there was a net 
increase during the period of some 400,000-carrying the total number of 
enterprises to slightly over 3Ji miUion units The causes arc obvious the 
end of the war, increasing supplies of milian goods, business optimism, and 
the wartime accumulation of savings on the part of would be entrepreneurs 
A considerable excess of firms, as compared to prewar levels, became notice- 

able at an early datemthe fields ofradioandapphance stores, auto accessori^ 

home furnishings, liquor, hardware, and farm stores As the trends toward 
overexpans, on and inflated capitalizations connnuc, the number of small 
business failures and the magnitude of losses wiU undoubtedly mount 


BIG SMALL, and INFINITESIMAL BUSINESS 

By number the tiny, transient, self-owned “individual proprietorship’’ „ 
v^vhelmingly the dominant form of American business Bw m tenJs of 

few hildr d economic power, payrolls and employment some 

tew hundred giant corporations” occupy a scrarpcnr^.n,, ^ ^ 

•n the modern American economy ^^gically dominant position 



no 


BUSINESS ORGANIZATION AND INCOME 


sutions; more than 50,000 drugstores; and so it goes through all types of 
retailing and service establishments.^ 

Although some of these ventures are highly successful, it is still true to say 
that most do not earn much more for their owners than they could get with 
less effort and risk by working for somebody else. Thus, a few chain stores 
do about 35 per cent of all the grocery business, the rest being divided up 
among all the independents. Most of these independents consist of the so- 
called “Ma and Pa” stores, doing less than $30 of business every day. These 
are often started by people who have only a couple of thousand dollars of 
initial capital— less than half the amount necessary for an adequate grocery 
store that will do the $100 a day business necessary if the owner is to earn 
even minimum wages for his effort. Such small-scale efforts are doomed from 
their very beginning; they are finished when the owner’s initial capital is used 
up. They help to illustrate why one-third to one-half of all retail businessies 
are discontinued before they are 2 years old. 

Of course, different fields differ in the amount of capital that is required. 
To build a modern service station costs around $40,000; but to lease one from 
a gasoline company brings the initial capital requirement down to around 
$3,000 or $5,000. In this line, only 40 per cent of the stations have the $10,000 
a year sales volume necessary to break even. (Three-quarters of all sales are 

1 Out of every 1,000 business establishments in the United States, approximately 
170 are retail food stores 
90 are eating and drinking establishments 
90 are in the real-estate, insurance, or finance fields 
70 are filling stations 
fiO arc motor-truck or taxicab owners 
60 are contractors, etc. 

60 are beauty or barber shops 
45 are wholesalers of various kinds 
35 are automobile dealers, repair shops, or garages 
35 are clothing or general-merchandise stores 
30 are laundries, etc. 

20 are shops for shoe repair, shoeshincs, etc, 

15 are food-manufacturing plants 
15 are drugstores 

15 are printing shops or publishing plants, etc. 

All the data referred to thus far are from Department of Commerce and Census sources. 
In addiaon, reliance is placed throughout this chapter on data from The National Industrial 
Conference Board; The National Resources Planning Board; R. A. Gordon, “Business 
Leadership in the Large Corporation,’' Brookings Institution, A%shington, D.C„ 1945; 
T.N.E.C. Report, Temporary National Economic Committee, 1938-1940; W. L. Crum. 
“Corporate Size and Earning Power,” Harvard University Press, Cambridge, 1939. 
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for gasoline upon m hich the profit is very ranch lower than it is for lubricadon 
and other services ) A profit margin of 10 per cent of sales is the most that 
the operator can hope to get not only as a capital return but also m personal 


"SLpations uith a high rate of tumoier of im entory-like vegetable 
stores— obviously require less initial capital than drugstores, hardware, or 
jewelry stores where many items of stock will stay on the shelves for 3 to 
5 years and where the average raao of annual sales to stock of inventory may 
be less than one 

Aside from the capital necessary to open a business, there is the tremendous 
amount of personal effort that is required Self employed farmers usually 
work from 60 to 70 hours per week as compared to about S8 for farm hands 
Similarly, it has been estimated that the people in other fields who are their 
own bosses put in at least 8 hours more per w eek than w age earners Who 
on his Sunday ride in the country has not had pity for some self employed 
drudge whose own efforts and those of all his family hardlj suffice to cause 
him to break even’ 

Sail, people w ill always w ant to start out on their ow n Theirs may be the 
successful venture Even if they never do succeed in earning more than a 
couple of thousand a year, there is something attractive about being able to 
make your own plans and in performing the vanety of tasks that a small enter- 
priser must tend to every day 

Economically, big business and infimtesimal business are almost as different 
as day and night In between comes the cat^ory of small business, by which 
IS usually meant corporate enterpnses employing less than say, a couple of 
hundred workers and having sales of less than a million dollars per year 
When the heart of a Congressman or editor bleeds for small business, as 
when advocating the repeal of some tax legislation, it is usually to corporations 
of this considerable size that his remarks apply rather than to infinitesimal 
business 


THE SINGLE PROPRIETORSHIP 

may gam insight into the principal forms of business organization— 
the single proprietorship, the partnership, and the corporation— by following 
the history of a paracular business venture as it grow s from a small beginmng 
into a good sized coiporaaon In the last part of this chapter, we shall turn 
to the subject of the giant corporation and its modern economic role 
Let us suppose that you decide to start a business to produce tooth paste 
you may have hit upon a good preparauon m your chemistry class or you 
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may simply have looked up an old formula m the Enqrdopaedia Britannica 
or the U.S. Pharmacopoeia. To be a single proprietor you need not get any- 
body’s permission; you simply tvake up one mormng and say “Today, I am 
in business!” And you are. 

You may hire as few or as many laborers as you wish, borrow whatever 
capital you can. At the end of the day or month whatever is left over as profits, 
after all costs have been met, is yours to do with as you like. And there is 
nothing to stop you at any time from going to the cash register, taking out 
$800, and giving it to your wfife to buy a fin: coat or a piece of Chippendale 
furniture. You must pay income taxes as an individual on all the earnings of 
the business. 

The losses of the business also are all yours. If your sales fail to cover the 
costs you have incurred, your creditors can ask you to dig deep into your 
personal assets: the war bonds put aside for junior’s education, the old farm- 
stead, and all the rest. In legal terms an individual proprietor has “unlimited 
liability” for all debts contracted by the business. All of his property, beyond 
a small minimum, is legally attachable to meet those debts.* 

BUSINESS GROtVTH AND THE NEED FOR SHORT-TERM OVPITAL 

Let US suppose that the business is prospering tremendously because a chain 
of five-and-ten-cent stores has been induced by your low price to place a large 
order for tubes of paste to be marketed under their name. Although you are 
notv making more money than you expected to, you find yourself harder 
pressed for cash than ever before. "WTiy-S Because you are not paid in advance 
for your sales, whereas you must pay your workers and suppliers promptly 
on the receipt of their services. For the moment you are putting out money 
and getting nothing for it; i.e., nothing except the certainty of future payment 
on the sales orders which you have booked, nothing but a miscellaneous batch 
of “goods in process”— unfinished tooth paste, empty tubing, and so forth. 

To some extent, the stringency of “working capital” can be relieved by 
your not paying for supplies until the end of the month or even longer. How- 
ever, there is a limit to which your suppliers will let you run up bills. Further- 
more, letting your so-called “accounts payable liabilities” pile up is an 
expensive way of raising capital since goods are often billed 2 per cent dis- 
count if paid within 30 days. \^Tienyou do not take advantage of such discounts, 
you are in effect paying so high an interest rate that borrowing at any reason- 
able rate of interest would be better. 

’ An economics textbook cannot go into the legal details, which vary from state to state, 
concerning the minimnm amount of household furniture and property that bankrupt pro- 
prietors or partners are allowed to keep. 
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Where is such a single proprietor to borrow^ A personal finance company 
will probably charge you something like 3 per cent per month or 40 per cent 
per year for a small personal loan, and even such a company will prefer to 
lend to a man with a steady ^vage, which can he legally “attached” or “gar- 
nisheed ’ in case of nonpayment If yon own a home without a mortgage, a 
loan at 4, 5, or 6 per cent nught be raised upon it lb borrow in this way 
is clearly to risk your family’s fiiture well-being, but probably if you are 
suflBaently convinced of your business future yon might assume the risk 
Someone will naturally ask why the local banker cannot be called upon for 
a commeraal loan at 6 per cent or less The answ er is that, ordmarily, a com- 
mercial bank will not provide “venture capital” for an unproven enterprise 
The bank’s vice-president looks at your checking balance and naturally finds 
that It has always been near the vamshing pomt, because as fest as payments 
have come in, you have had to write checks to stave off the ever-insistent 
claims of your creditors Ordinarily, the bank likes to make 3-month loans 
to be used for peak-season needs and to be canceled during the rest of the year 
It IS idle to pretend that 3 months from now your growing business w ill be any 
more flooded with cash than now, and that you w ill not at that time be apply- 
ing for conanuous renew al of the loan 

Even if the bank were emancipated from the old-fashioned prejudice against 
“term loans” of some years’ duration, it could not consaentiously provide 
the apital to a business like yours However certain and glorious the future 
of the business appears to you, to the banker you are only one of numerous 
would^e entrepreneurs, most of whom are destined for failure even in the 
best of nmes. and almost all of whom will certainly be wiped out when the 
big depres^on comes along For the bank really to protect the sums 
entrusted to it by its depositors, it would have to charge you an extra risk 
« in addition to, say, 4 per cent interest, of pefhaps 10 p'c^Tr 

r ^ - 

States or GreS^am, wJdd t forAr^nk 

share m the jack pot of profits Such pamciMnoT.!"’' business and 

ment responsibilities by the banks andSm ™ , " 

-Sts Potthisreason - otbers.^X^Xl^^^:: 
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52,000. Since the banker’s risk has been reduced, he is usually glad to lend 
you the money at the specified 4 per cent. It is to be emphasized that the whole 
transaction is a loan and not a gift, a loan that the veteran will have to 
good out of his private assets. Furthermore, if a veteran has used up his 
borrowing provisions on a foolish venture, he is out of luck as far as future 
loans are concerned. 

Despite your makeshift attempts to borrow capital, the business is still 
suffering from a bad case of growing pains. You have exhausted all possi- 
bilities of raising further loan capital. There is nothing for you to do but look 
around for a partner. 

THE PARTNERSHIP 

Any two or more people can get together and form a partnership. Each 
party will agree to provide some fraction of the work and capital, to share 
some percentage of the profits, and of course to share some percentage of any 
losses or debts. A purely oral agreement will do, but it will be more business- 
like and make for less misunderstanding if some sort of formal partnership 
agreement is drawn up by a lawyer. 

In the case of the tooth-paste business, let us suppose that your brother-in- 
law is given a half ownership in the business in return for putting up $21,000 
of capital. Like you, he is to work for die company, receiving, let us say, a 
salary of $4,000 per year as compared to your $7,000. You are to receive 
two-thirds of all profits or losses and he one-third. 

Your partner has put up $21,000 in cold cash. What have you brought into 
the venture? In the first place, you have, of course, some unfinished barrels 
of tooth paste to contribute, along with some unpaid accounts payable for 
goods already delivered. This does not seem like much. 

Actually, what you bring to the partnership is an intangible but valuable 
asset: the profitable sales orders, the know-how, or what is called “good will." 
In short, you are bringing with you a potential profit-earning power over all 
costs of, say, $9,000 a year. You are lettii^ your partner have a $4,000 a year 
job— which we shall assume is about equal to what he can get elsewhere— and 
m addition for $21,000 he is purchasing a one-third slice of$9,000 every year. 

From the earlier discussion in Chap. 3 on capitalization of an income stream 
by means of the interest rate, it will be obvious that such a $3,000 ann ual 
income— if it were certain and permanent — would be worth at 5 per cent 
interest some $60,000 ($3,000 0.05). Aside from the risk element, your 

brother-in-law is getting a good buy for his $21,000, since he will be collecting 
some 14 per cent on his investment every year. Clearly, therefore, your two- 
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causes of business GROIVTH 

So yoot tames, eommta to prosper erf srmF &* ye«r ‘"*1”"^ 
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Mofits ploughing back the rest of the profits into the business 

Ae only reason that you deade to take out any profits from the business 
at all IS because you both need die cash to py your Federal personal income 
taxes, which are levied not only on your salaries but also upon your respective 
shares of the parmership’s earnings The gm eminent is a silent partner, sharing 
about iS cents out of every extra dollar that you receive, and about 30 cents 
out of every extra dollar of your partner’s slightly low cr income 

The business has grown because (1) more orders for tooth paste have come 
in as a result of your trade name becoming advertised and better known, and 
as a result of your sending out more salesmen (2) As more tooth paste is 
produced, economies of large-scale producaon are realized so that you are 
able to cut your price (3) A new factor of growth results from “vertical 
integration" you decide to buy a chemical factory so as to be sure of a cheap 
source of supply, and m addition you become your otvn w holesaler, thus oper- 
ating three rather than only one “stage of production ’’ (4) In addition, the 
company begins to grow by “horizontal integration”, you take advantage of 
a profitable opportunity to buy out a number of competitors producing similar 
tooth pastes in this and other areas (5) New “complementary products," 
such as soap and lipstick are added, because you feel that bringing in the new 
lines under the same roof will help to spread the overhead expenses and be- 
cause your salesmen feel that they might just as well get many orders when 
mabng a call as only a few orders (6) Finally, and it comes as something of in 
anticlimax, your business may even grow because you are producing a better 
tooth paste 


NEW NEEDS AND SOURCES OF CAPITAL 

Once again the enterprise finds itself in the paradoxical situauon of being 
still harder up for capital, the faster it grows The $21,000 of new “equity 
capital ’ brought into the business did not stay in the form of cash \ cry long 
It was quickly transformed in part into arculaong capital assets such as goods 
m process and office supplies In part it was used to pay off the most pressing 

'The problem of good will and capitaliacd earning power is discussed further in the 
accounnng appendix to this chapter 
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Kabilities of die concern, particularly the highly costly, undiscounted, accounts 
payable liabilities. 

The remainder was used as a down payment on a factory building and 
equipment, which the government’s Surplus Property Administration had 
offered for sale. The building, formerly used as a wartime chemical factory, 
had been built at government expense for a chemical corporation. This corpo- 
ration had operated the factory as “agent” for the government and was given 
the first option to buy it at the original cost minus an allowance for the fact 
that it had been depreciating through age and use. The corporation had 
decided, however, not to take up the option, and so your parmership had put 
in a bid and had been able to purchase it. Despite your shortage of cash, this 
was too good a bargam to pass up in view of the high rent that you had been 
paying for ffictory space and considering the high postwar cost of building. 

The difference between the down payment and the purchase price of the 
factory was secured by a mortgage loan on the property. The mortpge 
money was advanced by a near-by life-insurance company and was to be 
amortized or paid off in installments over a period of 20 years along with 
per cent interest per year on the actual principal still unpaid at anytime. 
In case the loan should not be paid, the holder of the mortgage of course has 
the right to foreclose the mortgage, i.e., to take over tiie ownership of the 
building and sell it for what it will bring. Since the down payment on the 
factory came to about one-fourth of its price, and since this price w'as a 
bargain price to begin w'ith, and since each year the insurance company will 
be getting back part of its principal, the risk taken by the company is not 
very great. The only way it could lose would be if there were a disastrous 
real-estate aash within the first few years of the making of the contract. 

Despite the continuous plowing of profits back into the business, the 
growth of the enterprise still leaves you in need of further capital. But now, 
having established your reputation, so to speak, some new avenues of borrow- 
ing are open to you. Your banker will be glad to lend you money to tide you 
over the busy pre-Christmas period. An industrial finance company, like the 
Commercial Credit Corporation, will lend you money on the basis of your 
safe, but as yet uncollected, “accounts receivable” (meam’ng by these nvo 
wwds the sums owed you for goods that you have sold and delivered but 
have not yet been paid for). Finally, your bank, which was leary of lending 
you money for venture capital, becomes willing to make a “term loan” for 
S years once the Federal government’s RFC has agreed to guarantee the loan. 
Or if the bank should still be unwilling, the RFC can advance you the money 
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on Its mvn if it considers your activity to be m the naaonal interest and to be 

" Lef us tppose that, when all is said and done, you still need more capital 
than you can raise by any kind of borrowing The painful necessity anses ot 
gerong more “equity” capital by letting some nett people share in the profits 
and losses of the business As a matter of 6ct, even if you could soil find some 
insntuoons to borrow from, it would be unwise to do so You have already 
superimposed too many liabilities and fixed charges on a narrow equity base 
As long as thmgs go well, it is lovely to earn 10 per cent profit on capital 
that costs you only 5 But if losses should occur, they will fall all the more 
heavily on the two partners who are the residual otvners 

disadvantages of the partnership form 
One possibility of getting more o\vnership capital is to admit new parmers 
If your wife does not have a large family, you may of course go farther afield 
There is no limit to the number of parmers that you can admit, there have 
been partnerships in the brokerage and banking fields involving more than 
100 people However, every ame a new partner is admitted, or one dies or 
resigns, a Mhole new parmership most be formed 
Moreover, as the number of parmers increases, there comes to the fore a 
&ctor that has been soft-pedaled in our discussion up to now Each parmcr is 
liable mthmit limit to the full extent of his personal fortune for all debts con- 
tracted by the parmership If he owns 1 per cent of the partnership and the 
business fails, then he will be called upon to foot 1 per cent of the bills, and 
the other parmers will be assessed their 99 per cent Should they be unable to 
pay any part of their assessment, then the 1 per cent parmer may be called 
upon to pay for all, even if it means selling his fine etchings at auction or dis- 
posing of his home 

This feature of imlnmted babtltty reveals why parmerships tend to be 
confined to small, homogeneous, personal enterprises "WTien it becomes a 
question of plaang their personal fortunes in jeopardy, people are ordinarily 
very reluctant to put their capital into complex ventures over uhich they can 
exercise little control According to the doctnne of “mutual agency” involved 
m the law of parmerships, each partner has rather broad powers to act as an 
agent to commit the whole parmership 
This explains why agriculture and retail trade are the only sectors of our 
economy where more than half of the business done is done by single pro- 
prietors and parmerships Even in the field of investment banking, where 
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concerns like J. P. Morgan & Ownpany used to advertise proudly “not 
incorporated” so that their creditors could have the comfortable assurance 
that every Morgan yacht and Whitney greenhouse was standing squarely 
beWnd the company, even Aese concerns have transmuted themselves into 
such corporate entitles as Morgan, Stanley and Company, Inc., and J. P. 
Morgan, Inc. 

Two further disadvantages — in addition to unlimited liability — are often 
said to characterize the partnership. First, and much less important than most 
textbooks would have us believe, there is the need to start a new parmership 
every time somebody new enters or -ndien somebody dies. The trouble and 
nuisance of such reorganizations are rather trifling, as is well knotvn in the 
investment banking field. 

More weighty is the real disadvantage stemming from the fact that a 
partnership can be dissolved whenever any party finds the existing arrangement 
unsatisftictory and wishes to withdraw.* In any case, the law of parmerslups 
makes it impossible for any parmer to sell his share to a new party without 
the consent of his partners. If agreement cannot be secured, a costly liquidation 
of the assets of the partnership may be inevitable. 


B. THE MODERN CORPORATION 


At this pomt, therefore— or even long before— you wdU probably decide to 
form a corporation rather than a partn«ship. Usually you will incorporate 
in the state in which you live and operate. However, if the corporation is of 
any size, you may prefer to establish token headquarters in some state like 
Delaware or Netv Jersey, where die regulations governing corporations are 
made much lighter dian in other states in order to attract corporations. 

Some centuries ago, corporation diarters were awarded by governments 
very rarely and only by special acts of the king and legislature. Parliament or 

* Perhaps the reader will remember how the novelist William Dean How'dls has his 
famous title character, Silas Lapham, a riang self-made paint tycoon, present his parmer 
with the ultimatum: “You buy me out or I’ll buy you out.” Silas’ two excuses, that his were 
the real brains and energy responsible for the success of the business and that the proffered 
price exceeded his partner’s original investment, were cleverly seen through by Mrs. 
Lapham. She pointed out that, without the partner’s money at the critical time, the business 
could never have succeeded and that Silas’ offer to sell was premised upon the knowledge 
that his partner was not in a jmsition to buy the whole of the business. 
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Congress would graciously permit a public utility enterprise or railroad to 
form a corporation to do speafic things and perform specific functions The 
East India Company was such a pnvilegol corporation The early railroads 
here and abroad often had to spend as much money in getting a charter through 
the legislature as in preparing their roadbeds Gradually within the past 
century this procedure began to seem unl&ir and it became the practice to 
pass general incorporation laws granting almost anyone the prnilege of form 
mg a corporation for almost any purpose, without having to get a special i ote 
of approval from Congress or Parliament 
Today, for a very small fee a lawryer will draw up the necessary papers of 
incorporation and will write into the charter almost as wide powers and 
purposes as you could wish Autcanatically and at small expense the state will 
grant the corporate charter 

Let us see how the incorporating procedure works in the case of your 
tooth paste company You decide to issue 20 000 shares of common stock in 


the corporation, 6,600 going to you, 3,300 to your partner, 100 to your wife, 
and the other 10,000 to be sold to outside mterests Although each share is to 
have an initial stated value of $10, your law ycr has adi ised you to make them 
no-par value shares, since “par value” has no particular significance anyway 
‘The 10,000 shares to be sold to the public are to be marketed through a 
loMl investment banking firm They are simply merchandisers of securities, 
and like any merchant, their profit comes from the difference beuveen their 
buying and selling prices Because yours is such a small business, they can 
tkive a hard bargain, especially since they can chim that the costs of selling 
to Lkdy to be high Tim to metmtent btoler, may offer you 
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yourself M-ith the people to whom he has sold the shares, nor with the fact 
that they may resell their shares to still someone else. The names of die 
otniers of the shares are registered with the company just in case they get lost 
and so that you will know where to send die dividend checks or the announce- 
ments of stockholders’ meetings. Ordinarily, each share’s owner is thereby 
given one vote, and a proporrionate share in the earn in gs of the corporadon. 
Someone with 10 shares has 10 votes •and will receive proporrionally higher 
dividends. 

The outside owners of 10,000 shares have paid m $100,000 of cash to the 
company. WTiat have you and your parmer paid in? Obviously not cash, but 
rather an equivalent amount of earning assets: plant, equipment, goods in 
process, and perhaps good will uWch is, as we have already seen, the capital- 
ized value of the presumed “excess earning power” of the business, resultii^ 
from its trade-marks, patents, know-how, and so forth. 

Back in the good old days before 1929, you and your investment banker 
might have evaluated the good will pretty much as liberally as you wished, 
possibly giving yourself 20,000 shares rather than 10,000 shares. This prac- 
tice has been called “watering die stock.” But today, you would have to 
submit your new issue to the SEC. They would have to satisfy themselves 
that the public is not being invited to pay good cash for “useless -water” 
before they would approve the new flotation. Moreover, they would tr)’^ to 
make sure that there was no phony advertising or inspired false rumors, and 
that the salesman who peddles the shares leans over backward in providing 
advice and authentic accounting information. However, they do not pretend 
to pass judgment on or certify as to die value of die stock. 

ADVANTAGES -AND DISADV.ANTAGES OF THE CORPORATE FOR-M 

The corporation has solved most of die problems that bothered you about 
the parmership. It is an almost perfect device for the raising of large sums of 
capital. Most important, every stockholder now has limited liabilitj*. After 
paying $12,50 for a share of stock, the investor need not worry about his 
personal estate’s being in jeopardy. If worse comes to worst and the business 
becomes bankrupt, the most that each shareholder could lose would be his 
original $12.50 per share. He cannot be assessed further. 

Of secondar}' importance is the fact diat the corporation is a fictitious 1^1 
person created by the state. It exists not by “natural right” but only at the 
pleasure of the state. The corporation, as distinct from its owners, can be 
sued in court and can sue. Any officer of the company, unlike any partner, is 
stricdy limited m his legal ability to act as agent for die other owners and to 
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commit them limnctally Also, the corporation may have “perpetual succcs 
Sion” or existence, regardless of how many times the shores of stock change 
hands by sale or bequest, and regardless of whether there arc 10,000 different 
stocUiolders No group of shareholders can force any other group to sell or 
rctam their holdings, and onl> a majont) ^otc rather dian unanimity is 
needed to reach onj leiritimate business decision Usuall> the stockholders 
will be too numerous to meet for cterj decision, they will prefer to elect a 
board of directors consisting of a dozen or so members to represent them 
between annual meetings, m much the same way that democratic clcctontes 
select legislate representatnes to act for them Howescr, as we shall sec 
in a moment, the problem of keeping large corporations truly democratic is 
almost an insuperable one 


There is one disadsantage to incorporation diat has become incrcasingl} 
serious in recent years The rcderal go\cmmcnt, and many states, ta\ corpo- 
nte income and regulate corporate acmitics Thus, during the war a small 
and profitable corporation might hate had to pay as much as 80 per cent of 
Its income to the go\ emment in excess profit taxation Es cn today, it might 
ha\e to pi) almost 38 per cent These corporate taxes arc m addition to the 
personal income taxes which must later be paid on all dividends distributed 
to the share owners 

A number of intelligent businessmen are beginning to realize that this is a 
rather high price for a small business to pay for limited liability and greater 
rase of raising capital, they arc deciding to continue business m the parmer- 
ship form Howcier, their decision is complicated by the existence of tax 
offered b) the corporation form There is a loophole m our present 
law whereb) all mdismbutcd corporate profits escape personal income taxes, 
onl> paid out diudends being taxed by the personal income nx law A terv 
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The forgotten man who “gets it in the neck” is the relatively poor stockholder 
who is taxed personally perhaps 30 per cent on his dividend receipts and who 
already has indirectly paid a 38 per cent corporate tax. This is sometimes 
called “double taxation.”* 

Problems of taxation properly belong in the chapters on governmental 
finance and cannot be discussed further here. 

HOW A CORPORATION CAN RAISE CAPITAL 

Let US suppose that the corporation continues to grow as a result of vertical 
and horizontal combination, addition of new products, economies of mass 
production, advertising promotion, and so forth. What new forms of financing 
are available to it in addition to borrowing on promissory notes or mortgages 
or buying on credit? 

Bands. First it may issue bonds. These are nothing but special kinds of 
promissory notes printed on fancy paper and issued in $100 or other denomi- 
nations so as to be readily marketable for resale. A bond is a security promising 
to pay a certain number of dollars every 6 months for a number of years until 
it matures. At that time the borrowing company promises to pay off the 
principal of the bond at its face value. (Often the company has the right to 
call in the bond a few years before its maturity date by paying the bond- 
holders some previously agreed upon price.) The dollar installments paid 
every 6 months, which represent the interest earnings of the bond, are usually 
called the “coupon payments,” because die owner of the bond cuts off a 
certain little comer of the bond each 6 months, which little coupon he then 
mails and receives his interest payment. 

Ordinarily, the coupons and principal must be paid on time regardless of 
whether the company has been making earnings or not. Otherwise the com- 
pany is in default of its obligations and can be taken to court like any debtor. 
(Occasionally the bonds are also covered by a mortgage on the corporation’s 
factories or equipment so as to give the lenders extra security.) Of course, 
there is no particular reason why a parmership could not borrow by the use 
of bonds; but ordinarily it would not be well enough knowm to succeed in 
interesting any lenders. For that matter a small corporation is rarely in a 
position to raise capital by issuing bonds. 

* Another loophole used to avoid the disadvantages of double taxation under the cor- 
porate form IS for the owners of a closely held corporation to vote most of its earnings to 
themselves and their relatives in the form of high salaries. The Treasury Department tries 
to check up on such ways of avoiding taxes by puffing up expenses, but it is always hard to 
know whether a given second cousin is or is not really worth SIS, 000 a year. 
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w/c Tr ^ull be dear that issuing bonds and issuing common 

pronding “equitj” Lpital He shares in ail profits and m control of business 
Lisions, but he must also share in all losses His is a more "*1^7 venture, 
because he can never receive any dn idends until the fixed charges ou ed to the 
bondholder arc paid off The bondholder gets a nominally Imter but steadier 
income Needless to say, unless the corporation is bankrupt or in dangtt of 
being so, the bondholder has ordinanly no control over the decisions of the 


Trejerrcd Stocks Intermediate between bonds and common stocks are 
scwalled “preferred stocks ” These -ire like bonds in that the buyer who puts 
up capital for them is limited in the percentage return that he can get from 
them— say, to a stipulated 4 per cent of the face value pet share— no matter 
how profitable is the business in any >ear However, he is more sure of 
getting his fixed prefaced stock dnidcnd dian is the common stockholda, 
because his legal claim stands next in line after that of the bondholder and 
before that of the common stockholda 

If the tooth-paste company owes $2,000 pa year m bond intaest and has 
issued $50,000 worth of 4 per cent prefared stock, then the common stock- 
holdas will recene no earmngs unol the company’s net profits (after all 
taxes') are about $2,000 + $2,000 If net earnings arc $5,000, then only 
$1,000 will be available for the common stockholders or only about pa 
cent return on their $200,000 capital imcstmcnt Should the company hate 
a good year and earn $40,000, then no less than $36,000 would be available 
for the common stockholdas 

Often “cumulanve” prefaced stock is issued ratha than “no ncumul ative ’’ 
The former term means that if for 5 years of depression there hasn't been 
enough m the way of earnings to pay any of the 4 pa cent dividends on the 
preferred stock, then when good times come back again the “cumulated" 
$20 (5 X $4) of unpaid prefared stock dividends must be made good before 
the common stockholdas can begin to share in the earnings Often, too, 
preferred stock is “callable” or “convertible ” Tlie first term means that 
at some previously stated value, say $103, the company can buy back its 
outstanding preferred stock The second tarn refers to the right guen the 
preferred stockholder of convaung each share into shares of common stock 
at some stipulated ratio ‘ 


' Also some preferred stocks are made more attractnc by being made “participatuiB " 
This means that once profits exceed some agreed upon figure they share with the common 
Stockholder m any funher profits 
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ADVANTAGES OF DIFFERENT SECURITIES 

From the standpoint of the investor, bonds, preferred stocks, and common 
stock obviously form a sequence of increasing risk and decreasing security— 
balanced by an increased chance of making high earnings. Thus, today, a 
“gilt-edge” bond may yield about 3 per cent, a good preferred stock about 
4 per cent, and a good common stock anywhere from 8 to 10 per cent. 

To test his understanding of these three forms of securities, the reader 
should make sure that he understands why common stocks are better invest- 
ments in time of inflation than the other two. 

It would be a mistake to leave the reader with the impression that bonds 
are perfectly safe investments. On the contrary, during depressions many 
companies have gone bankrupt and theit bonds have gone into default, paying 
off only a few cents on the dollar. Often a company will undergo reorganiza- 
tion in which the stockholders may be squeezed out completely; the courts 
may appoint a “receiver” or trustee to run the business and the bondholders 
may be given bonds (or even stocks!) equal only to some fraction of their 
original ‘investments. Moreover, certain bondholders may have prior claims 
over holders of other issues, depending upon whether the bonds were backed 
by so-called “first,” “second,” or even “third” mortgages, etc. Many railroad 
investors have learned of the above possibilities in the hard way. 

From the standpoint of the corporation, bond borrowing creates low but 
inflexible fixed charges. These fixed charges may be highly embarrassing in 
bad times. Preferred stock is slightly better with respect to flexibility, and 
equity capital best of all* 

THE GIANT CORPORATION 

We have now carried our successful tooth-paste enterprise far enough up 
the ladder of success. It has done well for itself, but the chances are literally 
a million to one against its breaking into the upper crust of corporate enter- 
prise. The rest of this chapter will be concerned with the economic position 
and power of the very large modem corporation, and the problems that they 
aeate for the American economy. 

A list of the 200 largest nonfinancial corporations reads like an honor roll 
of American business, almost every name being a familiar household word. 
Among the 107 industrial companies will be found United States Steel, 

^ Bond interest charges can also be deducted from the corporation earnings for tax 
purposes. There is an incentive, there&re, other diings being equal, to use this method of 
financing rather than either kind of stock financing. However, other things have not been 
equal, and the great trend in the past 20 years has been away from fixed charges, or loan 
financing, and toward stock financing. 
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New Jersey, of CaLfomia, of Indiana, and several other Rockefeller su^ 
sidianes", General Motors, airysler, ahd Ford, Smft, ArniouA ^ Cadahy 
meat packing, American Tobacco (Luckies), R J Reynolds (Camels), and 
Ligget and Myers Tobacco (aesterfields). Tlie Great Atlantic L Pacific 
Tea Company, Seats Roebuck, Montgomery M^d, F W Woolwordi, and 
J C Penney, National Dairy Company (Kraft’s), Borden’s, Procter &. 
Gamble, and Lever Brothers, and so it goes 
Among the 39 railroads are such old stand-bys as Pennsylvama, New York 
Central, Southern Pacific, and many odiers TTie public-utility list of 54 
companies is headed by A TAT and Commonwealth A Southern This 
completes the three divisions of the 200 largest nonfinancial corporations 
But if we go on to include m addiuon the 60 largest financial orgamzaaons, we 
bnng m such giants as the Chase Naaonal Bank (New York Oty), the Bank 
of America (Califomia), and National City Bank (New York City), the 
rnn t iTiCTtaf Illinois National Bank (Chicago), and the First National Bank of 
Boston, the Metropolitan Life Insurance Company, the Prudenoal Life, 
New York Life, and so forth Altogether there were in 1947 more than 35 
companies whose assets had passed the biDion dollar mark 
The tremendous concentration of economic power involved in riiese giant 
corporations may be gauged from the following facts they alone own more 
than half of the total assets of all nonfinanaal corporauons, more than a third 
of all banking assets, and four-fifths of all life-msurance assets In manufac- 


turing alone, the 100 most important companies employed more than one-fifrh 
of all manufacturing labor and accounted for one-diird of the total value of all 
manufactured products 

Their power did not grow overnight Up until the New Deal of 1933, their 
percentage importance steadily mounted Tliroughout the 1930’s and up to 
World War II, they grew some but just about held their own, relatively 
speaking There is evidence that die war brought about some r eshuffling as 
to the membership in the first 200, but by and large these same companies 
managed to operate more than half of all new war-plant facilities, and to have 
a slightly higher profit to sales ratio than the next smaller group of 800 com- 
panies Large size breeds success, and success breeds further success ^ 


‘ The statisncal evidence on profits suggests that profits increase with size, but that the 
lery biggest films m an indnstiy sometimes seem to show a slight dropping off of tclaave 
profits compared with the next to the latgesc A larger percentage of small firms than of 
Urge linns falls in the class of firms making losses However, as W L Crum's study 
Corporate Size and Earning Power’ (Harvard University Press, Cambridge 1939) has 
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However, the story of concentration is not yet told. If we examine “inter- 
locking directorates” among these companies we find that in 1935 all but 
4 per cent of their assets are owned by companies that share one or more 
direaors with other companies; Western Union, for example, interlocked 
with no less than 35 other companies, and one busy banker served on the 
board of directors of no less than 9 different giant companies. 

Furthermore, according to a careful qualitative study by the National 
Resources Planning Board, ‘ about half of these companies, owning some 
two-thirds of all their total assets, can be assigned to one of eight loose “interest 
groups”: (1) Morgan-First National, (2) The Kuhn, Loeb & Company, 
(3) Rockefeller, (4) duPont, (5) Mellon, (6) Chicago, (7) Boston, and 
(8) Cleveland. 

Thus, the first and largest Morgan-First National group is in a position 
to exercise rough control over 1 3 industrial corporations (U.S. Steel, General 
Electric, etc.), 12 utility corporations, 11 major railroad systems, and 5 major 
financial institutions. Together, the total assets associated with this empire 
were about 30 billion dollars in the years before World War II. Or, to take 
another example, the Rockefeller family interests, besides controlling one of 
the world’s two largest banks, the Chase, also have extensive interests in all the 
various Standard Oil companies created out of the Supreme Court’s dissolu- 
tion of the old Standard Oil monopoly, 

THE EVIL OF MONOPOLY 

In view of the above facts, it is not surprising to find that most important 
American industries are characterized by a few large corporations whose 
share of the particular total industry’s output is vastly greater than their 
numerical importance would warrant. Figure 1 gives a list of the large Amer- 
ican industries and depicts their degree of concentration by showing the 
relative proportion of total output controlled by the first four dominant cor- 
porations, and by the next four. Thus, the biggest automobile companies sell 
more than 85 per cent of the total output of that industry, while women’s 
clothing presents an opposite industrial setup made up of many small firms. 

Later in Part Three, we shall analyze some of the problems raised by 
monopoly and imperfect competition. Within the past 60 years, particularly 
since the 1890 Sherman Antitrust Act, there has been great concern over the 
breaking down of free competitive markets under the encroachment of large- 
scale enterprise. The Federal courts and the lawyers in the Department of 

’ “The Structure of the American Economy,” pp. 100-103, and Appendix, 13 pp.. 
306-317, I^^shington, 1939. 
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Justice are greatl) concerned oxer the evict in uhich the monopoly carnc 
into existence as mucli as they ire with its economic incidence, and otcr the 
motives of people rather thin the effects of their iction Thus it mikes a 
difference to the legal mind x\ hether a man crcites a monopoly by i deliberate 
act of buying up rnals or whether he simply is mide a wedding present of 
his rivals plants b> his fiancee’s fither— ilthough to the economist, only the 
final suppression of competition and raising of price count 


CONCENTRATION, MEASURED BY VALUE OF PRODUCTS, 
IN MANUFAaURING INDUSTRIES 1935 
INDUSISES EMPlOriNG MORE THAN 100000 PERSONS 
Per Cent 



FIG I Source National Resources Comniittcc Strutturc of the \mcricin Lconom) 


From an economic point of \icw it doesnt matter a great deal whether 
price IS too high because of xarious of the following monopolistic dcxiccs 
(1) cooperative “pools’ or “cartel agreements,’ (2) so called “trusts’ 
(involving selected “tnistecs who “coordinate’ pricing policy), (3) inter- 
locking directorates, (4) “holding company ’ control (5) tacit collusion and 
trade association action, (6) goxernment “fair price ’ legislation (Robinson 
Patman Act, etc) and goxernment sponsored “commodity agreements’’ 
(xvheat, rubber, cotton, etc), or finally (7) because a company comes to 
dominate an industry simply because it is actually most efficient Too high a 
price wastage of resources and creation of monopoly profits arc economic 
evils however they arc brought about and whatever rhe Icgil technicalities 
or the matter 
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DIVORCE OF OWNERSHIP AND CONTROL IN THE LARGE CORPORATION 

Let US begin to examine the internal workings of one of these giant corpora- 
tions. Tlie vjost striking feature is the tremendous diversification of ownership 
among thousands and thousands of small stockholders. In the postwar period, 
almost 700,000 different people had shares in A.T.&T., with one-quarter of 
the shares being held in blocks of less than 100 shares, and with no single 
owner possessing as much as 1 per cent of the total outstanding shares. 

Berle and Means in a path-breaking study^ pointed out that this widediversi- 
fication of stockholding has resulted in a separation of ownership and control. 
Recent studies have confirmed the fact that in the typical giant corporation, 
all management together — officers and directors — hold only about 3 per cent 
of the outstanding common stock. The largest single minority ownership 
groups typically hold only about a fifth of all outstanding voting stock. 
Such a small fraction is considered more than enough to maintain “working 
control.”® 


AMPLIFICATION OF CONTROL BV THE PYRAMIDING OF HOLDING COMPANIES 

Even the figure of S to 1 amplification of the control exercised by minority 
stockholders is a gross understatement. In addition to the common stock out- 
standing, the corporation may have the use of as much capital again in the form 
of bond borrowing or preferred-stock issues. Moreover, there grew up during 
the 1920’s the practice of selling nonvoting common stock to the public while 
retaining control of the voting stock for the insiders. Therefore a figure of 
10 to 1 of assets controlled to assets owned is not at all unrealistic. 

Nor is this all. With $100,000 I can hope to control a million-dollar com- 
pany. But what if the million-dollar corporation is a holding company whose 
sole function is to control a lO-million-dollar company through its ownership 
of 10 per cent of that company’s stock? And the latter is a holding company 
controlling a 100-million-doIlar company in a similar w'ay? A small amount 
of money at the apex of the inverted pyramid can be ^ven tremendous leverage 
of control simply by adding more layers to the structure— the result being 
1,000 to 1 amplification of control, or ei'cn more. 

This use of holding companies is not a mere theoretical possibility. During 
the 1920’s, vast and complex public-utility empires w'ere built up by their 
use. Just to chart the organizational structure of such corporations as the 

‘ A. A. Berle, Jr., and Gardner C. Means, “The Modem Corporation and Private 
Property,” Commerce Clearing House, Inc., New York, 1932. 

- See R. A. Gordon, “Business Leadership in the Large Corporation,” Chap. II, The 
Brookings Institution, Washington, D.C, 1945. 
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Associated Gas L Dectnc system would tike a number of ordinary sized 
book pages The greatest losses to investors after the great 1929 stock-market 
crash came from such holding company securities The small and large 
investors who were cajoled into buying Middle Western Uulincs by the 
highly respectable Chicago tycoon, Samuel Insull, lost every penn) of their 
investments It is for this and other reasons that Congress and the SEC have, 
by the Public Utility Holding Companj Act (193 5) , passed a “denth sentence 
on such holding-company sj stems, and that thej ire in a gradual state of 
dissolving themselves 

A less dramatic case of pyramiding of control may be mentioned The 
dnPont frmily owns most of the shares of a holding company, Christiana 
Securities Company This company in turn ow ns about one-quarter of the 
vonng stock of the great chemical concern E I duPont de Nemours, which 
in turn owns about one-quarter interest in GM Although the direct partici- 
pation by the duPonts in GM affairs appears to be lessening m recent j ears. 
It IS clear that no management actually opposed to their interests and wishes 
would be able to get into office or maintain itself 

It should be added that in connecaon widi neither GM nor the United 
States Rubber Companj ha\ e the duPonts cxcrascd tlicir influence in a manner 
detrimental to the earmngs of the other stockholders On the contrary, anyone 
who put $1,000 into GM stock in 1920 would find himself w ith many, many 
tunes that wealth as a result of the repeated dividends of new shares of com- 
mon stocks and the repeated split-ups of the common stock shares 

LEADERSHIP AND CONTROL OF THE LVRGE CORPORATIOV 

The problem of keeping a large corporation truly democratic is a difficult 
one Unnl recent years, less than a dozen stockholders would turn up for 
the annual meeting More recently, i few hundred hav c been attending such 
meetings, often drawn by free chicken salad and, it must be confessed, bv 
the chance to heckle management 

Deasions at the annual meeting are really settled by the use of “proxies ’ 
Each stockholder is asked to mail in a proxy permitting the management to 
exercise his votes Many do not reply But enough usuallj do to establish a 
quorum and a comfortable plurality for management The SEC has tried to 
improve the democratic structure of corporations by insisung that motions 
to be decided at the annual meeting be indicated on the proxy statement so 
that stockholders can indicate their preferences, also rival groups must be 
permitted mailing access to the stockholders, and so forth 

However, it still remains true there is no folly effective democratic control 
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of management by the stockholders. Political parties may go in and out of 
office, but most corporation managements are self-perpetuating. Occasionally 
there is a battle among giants, and one mmority group is able to defeat another 
one. In 1929 John D. Rockefeller, Jr., led a spirited fight to oust from office 
Col. Robert W. Stewart, who had been allegedly engaged in some financial 
irregularities at the expense of Standard Oil of Indiana. After a titanic battle, 
Rockefeller won the day — only proving that it takes the initiative and the 
power of a Rockefeller to turn out a well-intrenched management. 

If not the stockholders, who do make corporate decisions? Primarily, the 
increasingly important class of prcfessional mmiagers. The old-time captam of 
industry, for all his creativeness and ability to calculate the risks necessary 
to build up a great enterprise, often had something of the buccaneer in his 
make-up and an irresponsible “the-public-be-danmed” attitude. In company 
after company, the original founder has been replaced by a new type of 
executive, usually having a different surname; if, as is increasingly unlikely, 
he should be a completely self-made man, he will nevertheless probably have 
acquired special training and management skills. The new professional execu- 
tive is more adept at public relations and in the handling of people. He is 
necessarily more the bureaucrat, interested as much in preserving the status quo 
as in taking extreme risks. 

Typically, the dominant spirit will be the president of the corporation. As 
he begins to feel his years, he may have himself made chairman of the board 
of directors, while still senfing as the chief executive officer (r.g., Alfred 
Sloan in GM until 1946, or Sewell Avery in Montgomery Whrd & Co., Inc.). 
More often, the chairman of the board is an elder statesman, who, together 
with a small executive or steering committee of the board of directors, gives 
advice and approval to the actions of the president and his many vice-presidents. 

The exact role of the board of directors varies from company to company, 
and from group to group. Many directors are simply well-knowm men selected 
to give the company prestige. Others possess special knowledge and take an 
active part in determining policy. On the w'hole, it wmuld be going too far to 
say that most boards of directors simply act as rubber stamps to approve the 
decisions already taken by the officers of the company. But it is true that, so 
long as management possesses the confidence of the board, that body will 
usually not actively intervene to dictate specific policies. This is the same 
sound administrative procedure usually followed by the board of trustees of a 
philanthropic foundation or college, and is not too unlike the parliamentary 
system of ministerial responsibility. 

Generally speaking, there will be no clash of goals between the management 
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and stockholders Both will be interested in maximizing the profits of the firm 
However, in two important situations, there may be a divergence of interests, 
not infrequently settled in favor of management First, insiders may legally 
or illegally vote themselves and their friends or relatives large salaries, expense 
accounts, bonuses, and retirement pensions at the stockholders’ expense (We 
saw in Chap S the approximate level of top executive salaries in large and 
small corporations ) When many corporations do this, a vicious curde is 
introduced every other corporation must follow suit under penalty of losing 
Its better executives, and there is hardly any hmit to the process The wonder 
IS not that executives’ salaries are so high but that they are not higher Also, 
insiders may throw the company’s patronage to other concerns in which they, 
themselves, have a personal interest 

A second conflict of interest may anse in connection with undistributed 
profits The managers of every organization have an innate tendency to try 
to make it grow and perpetuate itself The psychological reasons are subtle 
and by no means always sdfish ones There is reason to question whether 
profits are not plowed back into a company in many cases when the same 
capital could better be invested by the stockholders elsewhere, or be spent 
upon consumption The stockholders m eflfect are never really consulted in 
any effective way in the matter Indeed, the case arises not infrequently when 
a company would be well advised to wind itself up and pay back its capital 
But one need not be a cynic to doubt that management is likely to vote itself 
out of existence and out of jobs 


THE CURSE OF BIGNESS^ 

If the problem of fhll employment is solved reasonably satisfactorily in 
the years ahead, then one of our most important economic problems will 
become that of channeling the tremendously efficient and creative abilities 
of the modem large-scale corporation to the general public good Nobody 

IVWier, in the view of the technologieal trend, nward large-scale produo 
««, a renewed progr«„ „f ,n..t hmm, ean rerrore a d^ rf 

a^ "mkable e^npennon. „ a problem d»r wf caonotlTa Z 
^tr 1’^ ” and COK under competmon, monopoly 

and monopolistic competition m Part Three «*«jpoiy, 

of farmers and labor unions true 
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Lest It be thought that the present chapter emphasizes too strong!) the 
defects of the big business, the following statement by a world famous 
economist is presented ^ 

the modem standard of life of the masses evolved during the period of rclauvel) 
unfettered “big business ” If we hst the items that enter the modem ^vorkman’s budget 
and from 1 899 on observe the course of their prices not m terms of money but in terms 
of the hours of labor that will buy them— ir, each year’s money prices dnided b) 
each ) ear’s hourly wage rates, we cannot fail to be stmck by the rate of the advance 
which, considering the spectacular improvement m qualities, seems to have been greater 
and not smaller than it eier was before Nor is this all As soon as we go into 
details and inquire into the individual items m which progress was most conspicuous 
the trail leads not to the doors of diose firms that work under conditions of com 
paradvely free compeaaon but precisely to die doors of the large concerns— which 
as m the case of agricultural machinery, also account for much of the progress m the 
compeauve sector— and a shocking suspiaon dawns upon us that big business ma) 
have had more to do with creaang that standard of life than keeping it down 

Tbs suggests that the future problem may not be one of choosing between 
large monopolistic corporations and small-scale competitors, but rather that 
of deiismg ways to improve the soaal and economic performance of large 
corporate aggregates 


SUMMARY 

A FORMS OF BUSINESS ORGANIZATION 

1 The present population of Amencan businesses, which has grown up as 
a result of a cumulative excess of business births over business deaths, con- 
sists in the greater number of infimtesimal single proprietorships, largely in 
retail and service establishments Thar turnover is rapid 

2 The reader should understand how a small-scale enterprise grow s, what 
are its needs and avenues for short-term or long-term capital, and what are the 
advantages and disadvantages of the corporate form over the single proprietor- 
ship and parmersbp 

M A Schumpeter ‘ Capitahsm Socialism and Democracy,’ Harper &. Brothers 
New York 1942 
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1 He should also be acquainted nith the iiindamcntal legal rights invoh ed 
in the corporation and Midi the general features of bonds preferred and 
comnion stock corporate securities 

2 The problems created by the separanon of ownership and control and 
by the great concentration of economic wealth and monopoly power in the 
modern gnnt corporation and in powerful interest groups and holding com 
pany structures deserve serious study 

The best possible renew of the economic principles discussed in this 
chapter is provided bj a study of the fundamental principles of accounting 
presented briefly in the Appendix to this chapter Accounting is an indis 
pcnsable prerequisite to the understanding of economics 


QUESTIONS TOR DISCUSSION 


1 Imapnethatjouarcgomgtostartabusincssofyourown Write a case history 
of Its development 

2 Compare the advantages and disadsantagcs of (a) the single proprietorship 

™ and (f) the corporauon form of business organization 

3 mat are the reasons underlying the growth of a business to large size? 

4 Makeahstofthewaysofraisingcapitalforsmall medium and large businesses 

5 mat are the adsantages and disadvantages of different kinds of securities? 

0 Discuss the structure of tlie modem large corporation 

7 Lists typical BalanceShcct showing Assets Liability and Net Worth Contrast 
Its meaning with that of the Income Statement 
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APPENDIX TO CHAPTER 6 


ELEMENTS OF ACCOUNTING 

THE BALANCE SHEET 

It IS necessary for every student of economics to have some understanding 
of the two fundamental accounting statements the Balance Sheet and the State- 
ment of Profit and Loss (or, as it is somenmes called, the Income Statement) 

The Balance Sheet is presented in a report annually, or oftener It represents 
an instantaneous “still picture” of the conditions of the enterprise as of some 
particular day, perhaps the last day of the year Corresponding to the dollar 
value of every asset— tangible or mtangible— there must of course be an 
exactly equal total amount of claims or ownership The value of a 510,000 
house is exactly matched by somebody’s claim to ownership of that house, 
consisting, for example, of S7i000 owed to a creditor and $3,000 owned by 
Its possessor 

This IS the fundamental identity underlying e\ery balance sheet 
Value of assets = value of claims or ownership 

= %alue of liabilities (owed) + value 
of propnetorship (owned) 
or 

Assets = Liabilities + Net Worth 

Let us illustrate this by considering a simple balance sheet as shown on page 
135 

A question mark has been deliberately placed next to the Common Stock 
Net Worth item because the reader should realize for himself that the only 
correct entry compatible with our fundamental balance sheet truism is the 
number $200,000 A balance sheet must always balance — because Net Worth, 
I f , the ownership of the “residual claimants,” always adjusts itself to make 
things balance 

To illustrate this, let us suppose that a thief steals all the cash, and a fire 
bums up one-fourth of the imentory The accountant will leam of this sad 
news without turmng a hair “Total Assets are down $40,000 all told Lia- 
bilities remain unchanged Verj' well, I mun write dowm Capital by 540,000, 
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to the le^cl of onlj SI 60 000 Such is the nccounnnt s method of keeping 


score 

tvble I 


Balance Sheet of Pepto Glitter Co , Inc , as of Dec 


ASSETS 


LIABILITIES VND NET WORTH 
Lnbilitics 


Current Assets 
Cash 
Imcntor) 
Ftxed Assets 
Equipment 
Buildings 


Total 


5 20000 

Current I iihilities 

Accounts pax able 

S 20 000 

80000 

Notes pax able 

30 000 

130000 

Looi, ternt I nlnltties 

RFC note 

jOOOO 

170000 

Bonds pa} able 

50000 


Net Wbrth 

CaptUl 

Preferred stock 

xOOOO 

S400000 

Common stoci 

Total 

$400 000 


A number of intcrcstinir ficrs nre rc\cilcd cicn b> this simple Bihncc 
Sheet First, it is customirj to disidc up isscts iccordine to whether thc> 
will be comcrtibic into cash b> normal operations within a > ear or nor, the 
first eategory being ailed Current Assets and the second FiNcd Assets Tlic 
liabilities can also be subdnidcd into Current and 1-ong term Liabilities 
depending upon w hether thc> come due in less than a > car Tlic difference 
between total Current Assets and total Current Liabilities, 


S50 000 = $100 000 - $50,000, 

IS usually termed “working capital , also in more adianccd disaissions some 
attention is paid to the 

‘ Working-capital ratio ’ = Current Assets — Current Liabilities 

= $100,000 - $50,000, or 2 to 1 

Another thing to be noticed about our balance sheet is that, although its 
t\io sides must balance tn totil, >ct no single item on one side is matched b> 
an item on the other side Thus, the Bonds do not correspond in \aluc to the 
Equipment or Buildings, nor do the Capital items correspond to the Cash 
The only correct statement about a balance sheet is that the creditors ha\c a 
general claim against the enterprise of a defimte a aluc, and the owners have a 
residual claim against the rest 

Most of the specific items listed arc more or less self-explanatory Cash 
consists of coins currency, and money on deposit m the Innk This is the 
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only asset whose value is exact rather than an estimate. All other valuations 
involve some guesswork, albeit careful guesswork. Moreover, all accounting 
valuations must be made relative to the actual intended purpose or use of the 
asset in question. If a business is a going concern and not in the process of 
liquidation, the accountant will be careful not to value the assets at the low 
figure that they would bring at a forced sale, but he will rather value them 
at their worth to the company in its normal operation. 

Inventory, consisting in die case of our tooth-paste company of sugar, 
chemicals, tubing, raw materials, and other goods in process, can be valued 
in many different ways. Many conservative companies use original cost of 
the inventories or present market value, whichever is lower. Especially 
difficult problems arise when the prices of materials vary from month to 
month. Should we figure the chemical cost of the tooth paste at the ori ginal 
price of the ingredients actually used, which of course were bought some rime 
ago when prices were different? Or should we figure, as our cost, the price 
diat must tww be paid for the chemicals to replace those being used up? An 
elementary discussion cannot go into these two possible methods, which are 
respectively called by the puzzling names “First-in — ^first-out” (FIFO) and 
“Last-in— first-out” (LIFO). Obviously, it will make a great difference in 
stated profits during a time of inflation or deflation which of these two methods 
is used. It also will make a difference in income taxes. Therefore, the govern- 
ment is compelled to say, “Use whichever method you wish, but having made 
up your mind, stick to it.” So raudi for inventories. 

If we assume that the Equipment and Buildings items were just bought at 
the end of 1949, then their balance sheet values will be listed equal to their 
purchase price. This follows a fundamental accounting rule or convention: 
“At time of purchase a thing is presumed worth what the enterprise pays for 
it.” However, as we shall see in connection with the Income Statement and 
the next year’s Balance Sheet, almost insuperable problems are involved in 
deciding how to evaluate exactly equipment and buildings that have depre- 
ciated through use and age. 

On the liability side. Accounts Payable are, as their name implies, the sums 
owed for goods bought and charged. Notes Payable represent promissorj' 
notes owed to the banks or to a finance company. The RFC Note listed 
under the Long-term Liabilities is a 5-year loan advanced by, or guaranteed 
by, the RFC of the Federal government. The Bonds Payable represent a 
long-term loan, floated at a 3 per cent coupon rate, and not due or callable for 
15 years. 

Turning now to the Net ^^rth items, we find that 500 shares of $100, 



CLLMENTS OF ACCOUNTING 


137 


4 per cent, cumulative (nonpartiapating) preferred stock have been issued 
And finally 20,000 shares of no-par common stock uere issued at 510 each 
This completes our first glance at a simple balance sheet 

THE STATEMENT OF PROFIT AND LOSS 

Nou let time march on During the follow mg months, the firm is engaged in 
producing and selling tooth paste This being a boom period when prices arc 
soaring and sales are expanding, the firm can hirdl} fail to make some profits 
To show Its flow of income over the 12 months of the year, we must turn to 
Its Income Statement, or as many companies prefer to call it, the Statement 
of Profit and Loss 


TABLE 2 Income Statement Pepto-Ghtter Co , Inc , /w// Jan 7, 1950, to 
Dec 31, 1950 

Net Sales (after all discounts and rebates) 5240,000 

Less manufacturing cost of goods sold 


Materials 

$ 50,000 

Labor cost 

100,000 

Depceciaaon charges 

20,000 

Miscellaneous operaong expense 

5,000 

Total cost of goods nmujactuni 

5175,000 

Add beginmngim enter) 

80,000 

$255,000 

Less final closing inventory 

85,000 

Equals manufacturing cost of goods sold 

Gross profits 

Less selling costs 

Net operanng profits 

Less fixed interest charges and state ta\es 

Net earnings before taxes 

Less corporauon income taxes 

Net earnings after taxes 

Less dividends on preferred stock 

Net profits of common stockholders 

Less dividends paid on common stock 

Addinon to surplus 

5170,000 


170,000 
S 70,000 

14.000 
5 56,000 

6000 
S 50,000 

13.000 
5 37,000 

2.000 

S 35,000 

5,000 
$ 30000 


TTus is a rather straightforxvard statement showing what hapnens to the 
"TteLt ” 1 “ “f It Ittt, ,11 variou, 

P B A, fc end, nftcr ,11 ^ * 
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all fixed charges, all taxes, and all preferred-stock dividends, there is left out 
of the original $ 240,000 of Net Sales only some $ 35,000 of Net Profits for 
the common-stock shareholders. Of this amount only $ 5,000 was paid to the 
common-stock shareholders as dividends, die remainder being an addition 
to Surplus. 

However, before examining exacdy how profits are plowed back into an 
enterprise, let us examine the various items in the Income Statement. The 
meaning of Net Sales is obvious, as are most of the components of Manu- 
facturing Cost of Goods Sold. Material costs are the sums paid to other 
businesses for chemical supplies, tin, and so forth. When we come later to 
discuss national income in detail, we shall see that these are payments for 
production actually performed by other business units. Unlike labor costs 
they are not part of the “value added” by this particular stage of the produc- 
tive process. 

The Miscellaneous Operating Expense items include plant overhead costs, 
power, and other such expenses. A more difficult item to understand is the 
Depreciation Charges entry. In ftct, the whole problem of depreciation is 
worth a small section to itself. But first, it should be clear that not all of our 
manufacturing cost outlay could be charged off to the present year’s output 
if we were building up the amount of our inventory. In this event, the Cost 
of Goods Manufactured would be greater than the Cost of Goods Sold, greater 
by the increase in inventory of finished and unfinished goods. Contrariwise, 
if more inventory were being used up than was being replaced, the true Cost 
of Goods Sold would have to exceed tiie actual Cost of Goods Manufactured. 

That is why to get Cost of Goods Sold from Cost of Goods Manufac- 
tured, we must first add in the value of Inventory at the beginning of the 
period and subtract the value of Inventory at the end of the period. In our 
example, the company built up its Inventory during the year from $ 80,000 
to $ 85 , 000 . Therefore, $ 5,000 of its costs could not fairly be counted in as 
part of the Cost of Goods Sold. By subtracting a Closing Inventory item larger 
than Beginning Inventory, we automatically make the correct adjustment for 
changing inventory. 

DEPREOATION 

At first, one may wonder why any Depreciation Charges have been made 
for 1950 . The buildings and equipment were newly bought at the beginning 
of the year, and surely they will not have been worn out already. (There 
will of course be need to spend money on men to maintain the equipment and 
keep the factories painted. But their wages are already included in Labor Cost 
or Miscellaneous Expense and are not included in Depreciation.) 
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Here is where the farseeing wisdom of the accountant comes to the fore 
He points out that not a cent may ha^e to be spent upon replacement of 
equipment for 10 years, at which time suddenly all the machines may hat e to 
be bought anew It w ould be nonsense he claims, to charge nothing to depre 
ciation for 9 years and kid yourself into thinking you are making a nice 
profit, and then suddenly in the tenth year to ha\e to charge off all the \alue 
of die machines at once and thmk you have made a tremendous loss in that 
year 

Actually, he points out, the equipment is being used up all the time A 
truer, undistorted picture of net income or profit will be learned if the costs 
of the equipment are spread more e\ enly o\ cr its lifetime The ^ alue of equip 
ment declines as a result of age and use from its price when new to its final 
saap value In recognition of this, the accountant depreciates the talue of 
fixed capital items by some gradual formula Here, w e hat e not the space to 
go into the various methods that hate been used Suffice it to mention ttto 
widel) used ones 


The first is called "straight line depreciation ’ Suppose that jou hate a 
truck whose cost when nett is $10,100, and whose economic life is 10 jears, 
after which its physical life may continue but its economic life will be over 
because of its unreliability and maintenance costs Suppose that its scrap value 
at the end of 10 years is $100 According to the straight line method you w ill 
charge off in depreciation to each year one tenth of the lifetime decline in its 
total value, $10,000 (nett price minus scrap value) Thus, $1,000 will be 
charged in depreciation every year 


A second general method called die “service unit method ’—or "unit of 
production method ’-can be mentioned only briefly here According to this 
we would esnmate the number of miles, or loads, or serticc units diat the 
^ck will perform in its life Thus, if the truck goes a million miles in 10 years 
and Its loss of value Jring that time is $10,000, then each mile used up repre- 

ife of the truck when presumably it will be used proportionatcK more than 
JlTdo (t Tjo wlf'l charges may be reckoned at perhaps 

mllZ A T as the straight-linc 

Ztf T during penal of 

ng prices by an erroneous overestimate of his money costs ^ 
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Althongh depredarion is usually figured by some apparendy exaa fonnula. 
everj' accountant knows that the estimates are really very rough, beins 
subject to large and unpredictable errors, and involving arbitrary correcdons 
and assumptions. He comforts lumself with two thoughts: (1) A ronsh 
method of depredation, like an imperfect watch, is often better than none at 
all. (2) Any mistakes in depredarion will ultimately “come out in the wash” 
anyway. 

Let us see why a mistake in depredarion ultimately tends to correct itself. 
Suppose that the truck lasts 15 years rather than the prediaed 10. We have 
been then overstating our depredarion expenses during the first 10 years. 
But in the eleventh and later years there -n-ill be no depredation charged on 
the truck at aU, since it has already been -written off of its scrap value. Our 
profits in these later years tend, therefore, to be overstated by about as much 
as they were understated in the earlier years. After 15 years, everj'riiing is 
pretty much the same after all. 

Excqit for taxes. Different methods of depreciation result in a different 
apparent distribution of earnings over time, and therefore in a different pattern 
over time of corporation income taxes. Naturally a businessman prefers a 
method of depredation that -nill make his income average out more steadily 
over time — so as to keep his effective tax rate as low as possible and permit 
him to cancel off losses against profits; and also a method that -nill enable him 
to put off the evil day of taxes as far as possible. 

Tins explains why so many corporations took advantage of the govern- 
ment’s wartime offer to let them amortize (or depredate) their newly built 
war plants and eqdpment over 5 years. They were glad to be able, by chargii^ 
high depredation expenses, to reduce didr stated profits during the war years 
when their profits were enormous. They much preferred to take advantage 
of this “accelerated depredation” plan so as to shift their profits from war 
years to postwar years when corporation tax rates were expected to be much 
lower. 

In ordinary rimes, the Treasury \i-ill not let a corporation manipulate its 
depredation charges so as to avoid taxes. The company may select any reason- 
able mediod; but havir^ once made its choice, it must stick to it. Mention 
may be made of the fact that many economists are today worried about the 
harmful effects of taxation on “venture capital.” They argue that we shall get 

re maining value each year, until it reached its final scrap valne. During the first year, the 
depredation charged would be largest because of the truck's high inirial valne; during the 
last year, a constant percentage of the gready reduced remaiiung value would result in low- 
depreciation charged. 
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more investment in new tools and create more jobs, if the Treasury is a little 
more liberal m lemng companies dqireciate their equipment more rapidly, 
thereby saving on their taxes 

For the moment no more wiU be said of depreciation However, one aspect 
of the problem needs final stressing Dqireciation is an expense and not neces- 
sarily an expendtture Thus it differs fttan labor expense, which is an accounting 
cost and at one and the same time a flow of purchasing power from business 
to the public "Vk shall return to this problem of purchasing power in a moment 


THE RELATION BETWEEN THE INCOME STATEMENT AND THE BALANCE SHEET 
The algebraic difference between available net eanungs and actual dividend 
payments is added to a Net Worth account called Surplus Table 3 shows the 
Balance Sheet of our tooth-paste corporation at the end of its first year of 
operation It has prospered Net Wirth, the difference between Total Assets 
and Total Liabilines, has increased between the beginning and end of the 
accounting period by $30,00a-from }250,000 to $280,000 The amount of 
this inaease, as shown by a comparison of balance sheets, is of course just 
equal to the amount of earnings or profits avmlable to the common stock- 
holders but not paid out to them m dividends, or as ue saw at the bottom of 
the Income Statement, just equal to $35,000 - $5,000 
Some Net Worth item must be tvntten up by $30,000 It Mould dearly 
never do to increase the Preferred Stock Capital Account, because such stock- 
holders are not the residual claimants to the profits of the corporation Theo- 
retically, one could add the $30,000 to the Common Stock Capital Account 
Hm\ ever, this is not done Instead the Common Stock Capital Account 
is left at Its original par value or value when issued 


It IS more informative to 


create a new account called Surplus— or some- 


Surplus— to show how much of the increase in “book value” 

In many ways Surplus is a misleading word It sounds like something extra 
or uimecess^y, or too often like a mce spare chunk of cash which Ae om 
pany s workers or stockholders might hope to stage a raid against Acti^W 
urp us IS distinctly not an asset account, much less a pool of liquid cash It 
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on the two sides of the Balance Sheet, Only the totals correspond. That is all. 
It is not even possible to say exactly how the 530,000 plowed back into the 
business, or added to Surplus, has been used. Part of it was used to pay off 
some of the liabilities of the business, part to enable the corporation to add to 
its assets (patents, etc.). 

TABLE 3. Balmce Sheet of Pepto-GlitUr, Inc., as of Dec. 31, 19S0 

ASSETS LIABILITIES AND NET WORTH 

Liabilities 


Cmrmt Assets: Currera Liabilities: 


Cash 

$ 20,000 

Accounts payable 

. . $ 10,000 

Inventory. ... 

85,000 

Notes payable 

17,000 

Sinking Ftmd to Replace Equip- 


Reserve for taxes 

13,000 

merit 

(U.S. Government Bonds) 

5,000 



Fixed Assets: 


Long-term Liabiltties: 


Equipment $130,000 


RFC note 

. . 50,000 

Less allowance 


Bonds payable 

50,000 

(or reserve) 
for depreaa- 
uon 15,000 





115,000 

Net Worth 


Buildings $170,000 


Coital: 


Less allowance 


Preferred stock .. 

50,000 

(or reserve) for 


Common stock. . . 

200,000 

depreciation. . 5,000 


Surplus 

30,000 


165,000 



Intangible Assets: 




Patents 

10,000 



Good will 

20,000 



Total 

$420,000 

Total 

.. $420,000 


It would be an equal mistake to think that the profits of a corporation accrue 
in the form of cash; so that on the last day of the year, just before the board of 
directors decided upon its dividend rate, there was some 535,000 of cash on 
hand, available either for the stockholder orto be invested back in the business. 
When we later come to discuss the important process of saving and investment 
in Part Two, we shall have reason to emphasize that a business makes profits 
in part by selling for cash more than it pays out as costs; but also in part by 
getting, in return for its cost outlays, an increase in its noncash asset items. 
Or as we shall say later: net capital formation is a part of national income 
in addition to consumption sales. 
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In the case of our tooth piste compan) , the very handsome profit earned 
was largely embodied in the form of new assets and lowered liabilities, not 
\ ery much more than $5,000 could have been paid out as cash dividends w ithout 
forang senous changes m the financial decisions of the company — decisions 
such as to borrow more, to sell off some of the equipment and im enter} at 
a loss, or to operate avith a ludicrously low cash balance 
Only very rarely can a company contemplate declanng a dit idend in kind, 
rather than cash One such famous example of this w as the case of the American 
Distillery Company which gate each shareholder a barrel of whisky during 
the war, sending the price of the stock up from $15 to more than $100 after 
the new s got around Even in that case, the dn idcnd w is paid out of an Asset, 
Inventor), Surplus was simultaneously diminished to show a decrease in 
mvnership in total of the company’s assets 


EARNINGS, DIVIDENDS, AND PURCHASING POWFR 

As we have seen, earnings and declared dnidcnds need not be cquil In 
bad years like 1932, companies like A T &.T miy continue to pi) out in 
dividends more than they have earned (for A T5^T, $9 per shire) In good 
years, companies will often pay out only part of their cimings in dividends 
plowing back the rest in order to provide for growth of the enterprise The 
Ford Motor Compan) is a w onderfiil example of a closely held company w hich 
rarely turned to the banks or to the securities markets for its capital Instead 
It grew primarily from internal corporate savings out of profits 
In the case of our tooth paste company, the board of directors decide that 
only $5 000 out of the $35,000 of available eammgs should be paid out in 
common stock dividends Why are the stockholders satisfied to realize only 
this mrasly $2 50 per share or ly, per cent on rhcir investment^ In the first 
place, there is not much they can do to make their vv ishes felt, since the man- 

Zhrjf; ^ ° "nlz 

snarenoiders to get its own w ay 

holl?" ^ ® that the stock- 

™ rbeT:!sj° S”"- ■ 

the hZ ? ‘^'''dends And from 

the short run point of view, more important yet ,s the fact thar Z I T 
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This explains why investors are eager to buy the shares of such “growth" 
companies as duPont and Monsanto Chemical, whose present dividends are 
a low percentage of their market value, but whose future looks bright. 

It would be a mistake, however, to dunk that any excess of dividend pay- 
ments over earnings represents an expansion of purchasing power, and that 
any excess of earnings over dividend payments represents a contraction of 
total spending. As discussed earlier in connection with depreciation, earnings 
are reckoned by counting in many expenses that may not involve expenditures. 
We have only to look at the 1950 expenses of our tooth-paste company to see 
the difference. 

Because the equipment and buildings were new at the beginning of the 
year, not a penny had to be spent during the year toward the production cost 
of new equipment and buildings. That is, 1950 replacement expenditure and vet 
additional capital expenditure was zero— even though depreciation charged (in 
the Income Statement) was $15,000 all together. Even if the company had 
been paying out all its stated earnings in dividends— so that its intake of 
revenue on sales gave the appearance of being matched by an equal total of 
costs and earnings— even then, die fact that depreciation expense is not an 
expenditure but only a paper accounting charge could mean that the company 
vias not passing on in purchasing power as much as it was receiving.^ 

SUMMARY OF ELEMENTARY ACCOUNTING RELATIONS 

Before taking a last look at the new complexities introduced in the 1950 
Balance Sheet over that of 1949, we may briefly summarize the relationship 
between balance sheets and income statements: (1) The Balance Sheet indi- 
cates an instantaneous financial picture. (2) The Income Statement shows the 
flow of sales, cost, and revenue over time. (3) The change in total Net Worth 
betiveen the beginning and the end of the accountancy period— as shown by 
comparing the new and old balance sheets — ^is also to be understood from an 
examination of the changes in Surplus as sho\vn at the end of most modem 
income statements. This assumes no recapitalization of the corporation. 

There do remain, however, certain shifts in the balance sheet items from 
their previous levels in the earlier period to which the intervening Income 
Statement gives us no clue. A closer look at the Dec. 31, 1950 Balance Sheet 

' Many economic experts overlooked this possibility during the early depression years 
They mistakenly thought that American industry was splashing the community with extra 
purchasing power in 1932, just because dividends paid out were in excess of actual corporate 
earnings. In reality, because of the great excess in that year of depreciation charged over 
actual capital replacement expenditure, there was little such creation of purchasing power. 
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will therefore prote instnictitc although enough has been said already to 
introduce the reader to the fiindamcntals of accounting 


RESERtES FUNDS, AND INTANGIBLE ASSETS 

The new Balance Sheet looks much like the old for the most part, but w ith 
some new items present for the first time The last of these new items Surplus 
we hate already explained Amons; the Liabilities there is a new item called 
Resets c for Taxes of $13 000 It is not hard to understand Tlic taxes that 
the corporation w ill ha\ e to paj the got cmnicnt on Mar 1 5, 1 95 1 and succeed 
mg quarterlj dates are as much short term liabilities as the Accounts Pajablc 
or Notes Paj’able 

Taxes Payable might haxe been a better title since the word ‘ Resets c 
suggests a pool of cash which it dccidcdl> is not Instead the Resen c for 
Taxes IS simply an eannarl inir of part of the total assets of the companx for a 
special creditor and a reminder that the Net Worth of the owners is less 
b> the amount of owed taxes In a moment we shall set tliat there arc three 
mam kinds of ‘ resen cs and no one of than represents a pool of cash or 
liquid assets 


Let us funi to the Asset sides for new items * The first stranner, cntirltd 
Sinking Fund to Replace Equipment is listed midwax beroeen the Currtnr 
and Fixed Assets It is an asset consisting of sax, 2 per cent gmemmenr 
bonds which are to be held for the purpose of ultimatcl) pros iding part of tlic 
money to bu} new machines when the old ones arc to bt replaced Although 
the corporation could change its mind and use the Sinking Fund bonds for 
some other purpose, it presumably will not choose to do so Tlic nature of 
this Sinking Fund is xet) understandable it is simpl> a pool of liquid assets 
set aside for a specific future purpose 

Trams B the T.td Asto t,c W ourtdte, for i Miprisc Trom our 

Zri *■'!»' «f the Income Smeemem «e 

« tave expected tte Bmidme ,mi Ttpupment item, to tortl $210000 

IVhy the, arc dtese Tmed Attett eramd on the „c« B*™, Sheet it the 

t number of month* madnocc V«y propcrlT'.h ' lie rent or for eomc of ite oippliee 

IW Bahnee Shc« a„ equivalent user poxscssinp on 
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old 1130,000 and $170,000 figure? Lookup more closely we see that they 
are not really. From the $130,000 nominal Equipment valuation, there is sub- 
tracted an Allowance (or reserve) for Depreciation, so that really only 
$115,000 is carried for Equipment. Similarly from the $170,000 original value 
of the Buildings, there is subtracted some $5,000 of Depreciation. Our faith 
in the accountant’s sanity is restored; but we may still wonder why he goes 
through this roundabout procedure of stating “two” as “four minus two” 
instead of simply as “two.” 

Actually, he has his good reasons. An honest accountant knows that his 
Depreciation charges are only the roughest of guesses. If he were simply to 
make his guess and put down the final figure of $115,000 for equipment, the 
public would not be able to know how much reliance to place upon the figure. 
But if he puts down $130,000 of original value which is firmly rooted in the 
solid fact of original cost, and if he then carefully isolates his own guessed-at 
Allowance for Depredation, then the public is in a better position to evaluate 
the reliability of the final $115,000 figure. The roundabout procedure does no 
harm, and may do good. 

Now we know the precise meaning of Depreciation Allowances or Reserves. 
They are not sums of money; they are not sinking funds of liquid assets that 
can be spent on replacement. They are simply mbtractim from overstated 
asset figures. Thus, the Allowance for Depreciation of Buildings of $5,000 is 
simply an explicit correction to the overstated original value of the Buildings. 
This correction must be made to keep Assets and Net Worth from both being 
artificially inflated. 

It must be made regardless of whether at the same time any money is or is 
not being set aside into sinking funds to replace the Depreciation asset. Note 
that there is no Sinking Fund for Buildings, and that the Sinking Fund for 
Equipment is only one-third as large as the estimated depreciation of equip- 
ment. As a matter of fiict, American businesses rarely set aside any con- 
siderable sums of money in replacement Sinking Funds. This is because liquid 
gilt-edge bonds earn at most only a few per cent interest, whereas capital 
invested in the firm’s o^vn activities usually brings in much more.^ 

1 Where then will the money be coming from to replace any particular machine or 
building if no sinking funds have been set aside? Ordinarily, the equipment can be purchased 
with sales dollars earned by other cqmpmcnt diat is not currently calling for replacement 
expenditure. The selling price of the output of such other equipment contains an accounting 
allowance for depreciation expense, and this sum of money is available for investment else- 
where in the business. Speaking somewhat loosely, we may say that each asset not needing 
replacement lends its depreciation charges to those which need replacement, knowing that it 
too will be taken care of when the need arises. 
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have met two kinds of reserves (1) A Liability Reserve, like that 
for taxes, which is really simply a liability of feirly certain value, and (2) 
an Asset Valuanon Reserve like that for Depreaation (or allow ance for esu- 
niated uncollectible bills), which is really simply a subtraction from an over- 
stated asset A third so called “Surplus Reserve,” which is also not to be 
confused with a sum of money, may be briefly mentioned Sometunes a firm 
takes part of its Surplus and sets it aside under a different name so that the 
stockholders will not be tempted to lobby for higher dividend payments For 
example, our tooth-paste company might earmark one-third of its $30,000 
Surplus account into a Reserve for Research and Development This $10,000 
Reserve would no more consist of cash or liquid funds than does Surplus itself, 
or than does any other kind of Reserve It should never be confused with a 
fund ^ 

Never was it more important to emphasiap. these gppminMn p' fundamentals 
Time and again a trade-union will claim higher wages to be paid out of the 
Surplus or Reserves of some big company Excqit in terms of demagoguery, 
It IS often weakening its own case when fellmg into such egregious and trans- 
parent errors 


INTAKOIBLE ASSETS 

Only one further new category of Assets can still be found on the Dec 31, 
1950, Balance Sheet To illustrate that an asset need not be a tangible com- 
modity, a piece of equipment, or a sum of money, a Patent has been introduced 
into the picture Let us suppose that it is a patent on a profitable new chemical 
process, which gives the company the exclusive production rights for 17 
years 

Such a patent is obviously wordi money How much money? The sum of 
the present or discounted values of all its fbture net profits over the next 
17 years-xvith the more distant years’ profits being more heavily discounted 
by expound interest Of course, as 5, 10, 12, and 16 years pass, the patent 
«.U be coming near to the end of its hfe and will be declining m value There- 

tb ftnnaia toU be to recilcelete eed. yeer .« 

^ end charge m Dq.recat.on fc decl,.» fc.n. d,e precona year, 
A-encalre&ement 
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GOOD WILL AND MONOPOLY POWER 

So much for the Patent as an illustration of an intangible asset. Let us sup- 
pose that, at the same time we bought die patent, we also took over a rival 
tooth-paste company. This horizontal combination will presumably add to 
our monopoly position and earmng power. Therefore, we were w illing to jjyy 
the company for more than its triflmg assets— which happened to consist 
solely of a little inventory— were worth. Perhaps part of the purchase price 
went as profits to the promoters who engineered this little monopolistic merger 

An example of the capitalization of earning power is J. P. Morgan’s for- 
mation of the giant United States Steel Company at the turn of the century. He 
-bought out the Andrew Carnegie steel plants and combined them with half a 
dozen other holdings. But in economics, as in certain, branches of atomic 
physics, the whole is equal to more than the sum of its parts. After Morgan 
had put the pieces together, he found himself with some 130 million dollars of 
extra capital value. 

Who was hurt by this transaction? Certainly not Carnegie or Morgan. 
Even the people who bought the stock had no right to complain that it had 
been “watered,” since for many years they continued to get more than a fair 
return on their investments. To have sold them the stock for its actual cost 
(without water) would be (I) to make them a free gift of the enlarged profits of 
the concern and (2) to give them the privilege ofreselling the stock at the higher 
price that its earning power could earn for it in a competitive stock market. 

In terms of standards at the time, there was nothing illegal or unethical 
about this merger. The company hoped to realize cost economies from the 
combination; and not even the Supreme Court (which later declared USS not 
to be a monopoly) can determine the degree to which their hope was realized. 
Other firms in the industry have been able to grow at an even faster pace and 
the present-day price policies of the industry have little connection with this 
bit of ancient history. 

However, our practical-minded accountant is not concerned with such 
matters of public policy and political economy. He will tell our tooth-paste 
company or J. P. Morgan the same thing: “If you paid a certain sum of money 
for some assets, they must presumably be worth that much to you. If the 
assets don’t exist, they must be created. ‘Good Will’ is their name.” But 
since this term has come into bad rqmte in recent years, it is often lumped in 
with some other assets. 

This explains our last intangible asset. Good Will is the difference between 
what a company pays in buying out another company and what it gets in the 
way of identifiable assets. 



ELEMENTS 01 ACCOUNTING 


149 


One finil point should be stressed An iccounnnt is 1 practicil mm who 
must make a li\ing without concerning himself unduly o\cr soaal welfare 
That doesn’t mean he is w itliout prinaplcs, professioml standards, and a code 
of ethics A reputable accountmt would no more think of approving an audit 
that didn’t balance than he w ould of committing murder Nor w ould such an 
accounnnt permit a firm suddenly to create a Good Will asset on its own 
Balance Sheet— cicn if its excess earning power had presumably increased' 
He know s that the future is uncertain, and that it is cas> for management to 
dupe Its stockholders and itself with wishful thinl ing 
Although he IS unwilling to Jet a firm write up its own Good ^^^lll, he is 
usually w illing to gn e his stamp of approx al to any Good Will that is created 
as a result of the sale of one business to another Tlius the GAl Balance Sheer 
contains some Good ■\\^ill elements as a result of purchases at inflated prices 
of other companies made xcars md >cars ago b> \V C Durant in forming 
GM, but paradoxicall} , its rcall) profitable operations since 1920 haxc not 
been substantial!} capitalized into Good \\ ill In accounting, as in economics, 
things are not alw i\ s what the} stun 


SUMMARV 10 APPLNDIX 


Instead of a length} rccapitulaaon, this section presents onl) a check list 
of the accounting concepts that the studcni should understand 

1 The fiindamcntal balance sheet relationship between Assets, Liabilities, 
and Net Worth, and the breakdown of cadi of these categories into Current 
and Fixed Assets, Current and Long term Liabilities, Capital and Surplus 

2 The character of die Income Sntement (or Profit-and loss Statement), 
and the relationship bctxxccn its final undistributed profits and the changes in 
Surplus on the new Balance Sheet 

3 The whole problem of Deprcciaaon, both in its income sntement 
aspect as a necessary expense, which need not be an expenditure, and in its 
balance sIiMt treatment as a deduction from a purposcl} oxersnted asset, also 
r/ie logic of the two principal depreciation methods 

r»nd or •, pool of |,^,d 

Pntl orStk^r“' “ 



Chapter 7 : the economic role 

OF GOVERNMENT: EXPENDITURE, 
REGULATION, AND FINANCE 


THE activities of the state are becoming an increasingly important part of 
the study of modern economics. This is reflected in the quantitative growth 
of government expenditure and in the great expansion of direct regulation of 
economic life. 

After discussing these topics, the present chapter goes on to survey the * 
salient features of Federal e.xpcnditure and the economic characteristics of 
three alternative methods of finandng public e,xpenditure. The discussion is 
continued in Chap. 8 with special reference to Federal taxation and local 
public finance. 

THE GROWTH OF GOVERNMENT EXPENDITURE 

Before World Whr I, Federal, state, and local government expenditure 
amounted to little more than one-twelfih of our whole national income. During 
World Whr II, it became necessar)’^ for the government to consume about half 
of the nation's greatly expanded total output.- Within the space of a third of a 
century, the cost of all government in the United States had risen from a 
paltry 3 billion dollars spent in 1913 to a temporarj'^ peak of around 110 
billion dollars in 1945, 

If this remarkable contrast were only the result of a temporarj' wartime 
condition, it could be shrugged off as being of but passing significance. Ac- 
tually, the exact reverse is the case. For more than a centurj', national income 
and production have been rising; at the same time the trend of governmental 
expenditure has been rising et'en faster in almost all countries and all cultures. 
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Each period of emergency— each \^ar, each depression— expands the acavity 
of government After eadi emergency has passed, expenditures never seem to 
go back to their previous levels 

Nor IS the end in sight With all-out total \iar over, government expendi- 
ture has receded from its ^\artlme peak level, but by no means back down to 


NATIONAL DEBT, ANNUAL NATIONAL INCOME AND 
TOTAL ANNUAL GOVERNMENT EXPENDITURES 1900-1945 
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FIG 1 Go\ eminent expenditure includes Federal, State, and local expenditures Note 
that the t emcal scale is “logarithmic,” so that equal \ crtical distances represent equal 
percentage changes Source National Industrial Conference Board, The Lctmmtc 
Alvmac 


those prewar levels which we used to consider so alarmingly high only a few 
short years ago Before World Vlhr II, the annual Federal budget never reached" 
the 10-bilhon-dollar mark In the years ahead, regardless of whether the 
Republican party or the Democraac party holds office, probably no man now 
alive will ever live to see the year when there is a Federal budget of less than 
20 bilhon dollars, or a combined Federal-state-local expenditure of much less 
than one-fifth of the national income 

Figure 1 indicates the historical trend of total government expenditure and 
Federal debt relative to the growth of nadoml income The vertical scale of 
this so-called “ratio chart” is graduated in logarithmic feshion so that equal 
distances correspond to equal percentage dianges, rather than to equal absolute 
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changes as in the usual chart. Sudi ratio charts are often used to show rates of 
growth of business and economic statistics. 

The above are the hard cold fects about public finance. Some may deplore 
them. Some may like them. But diere they are. They make clear the increas- 
ingly important economic role of government. They e3cplain why no modern 
economic textbook can relegate to an obscure comer the vitally important 
problems of public finance. 

THE GROWTH OF GOVERNMENT C ONTROLS AND REGU LATION 

The increase in collective expenditure is only part of the story. In addition 
to increased direct participation by got'emment in national production there 
' has been a vast expansion in its law's and executive orders regulating economic 
activity. 

No longer is modem man able to believe “that government governs best 
which governs least.” In a frontier society, when a man moved farther west as 
soon as he could hear the bark of his neighbor’s dog, there w-as some validity 
to the view “let e^'erj' man paddle his own canoe.” But today, in our vast 
interdependent society, the waters are too crow'ded to make unadulterated 
“rugged individualism” tolerable. The emphasis is increasingly on “we’re all 
in the sdme boat,” “don’t rock the craft,” “don’t spit into the wind,” and 
“don’t disregard the traffic signals.” 

Perhaps nineteenth-century America came as close as any economy ever 
has to that state of hhsez fane which Carlyle called “anarchy plus the con- 
stable.” The result was a centur>' of rapid material progress and an environ- 
ment of individual freedom. Also there resulted periodic business crises, 
w'astefiil exhaustion of irreplaceable material resources, extremes of poverty 
and wealth, corruption of government by vested interest groups, and too often 
the supplanting of self-regulating competition in favor of all-consuming 
monopoly. 

Gradually, and in the face of continuing opposition, the methods of Ale.x- 
ander Hamilton began to be applied tow'ard the objectives of Thomas Jefferson: 
the constitutional pow'ers of central and local government W'ere interpreted 
broadly and were used to “secure the public interest” and to “police” the 
economic system. Utilities and railroads w'ere brought under state regulation; 
after 1887, the Federal ICC (Interstate Commerce Commission) was setup 
to regulate rail traffic across state boundaries. The Sherman Antitrust Act 
and other law's were invoked after 1890 against monopolistic combinations 
in “restraint of trade.” Regulation of banking became thoroughgoing; after 
1913, the Federal resen'e system w'as set up to serve as a central bank, aiding 
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and controlling member commercial banks, and since 1933 most bank deposits 
have been insured by the Federal Deposit Insurance Corporaaon or in the 
case of Federal saving banks, by the Federal Savings and Loan Insurance 
Corporation 

Pure food and drug acts u ere passed following the ret elations of the “muck- 
raking era’ of the early 1900 s Loan sharks came under regulation in many 
states The abuses of high finance, before and after 1929, gave rise to et er 
more stringent regulauon of the finanaal markets by the SEC and other bodies 

Humamtarian legislation to better factory conditions for children and 
ttomen won at first only a grudging acceptance by the courts But with the 
passage of time, as the radical doctrines of one era became the accepted and 
even reactionary behefs of a later era, state and Federal legislation was 
expanded to include mimmum wage legislation, compulsorj workmen’s acci- 
dent compensation insurance, compulsory unemployment insurance and old- 
age pensions, maximum hour law s for children, w omen, and men, regulation 
of factory conditions of work, compulsory collectne bargaining, fair labor 
relations acts, and so forth 

To understand this trend toward greater governmental authority one must 
maintain a sense of historical perspective Each new step genented strong 
pohtical feelings on both sides TTius the “square deal” doctrines of the 
Republican Theodore Roosevelt, which today would cause no raising of 
eyebrows or fluttering of pulses, were considered dangerous and radical in 
their time Similarly many of the most contros ersial aspects of Franklin 
Roosevelt s Democratic New Deal are, for better or w orse here to stay 
Our democracy cannot, and would not if it could, turn the clock back to 
the conditions of the nineteenth century as represented b> Henry Ford’s 
Greenfield Village and McGuffey s Reader Netertheless it would be wrong 
to regard these historical processes as inevitable, to join Omar in his mournful 
chant 


The Moving Finger writes, and hating writ, 
Moves on nor all your Piety nor Wit 
Shall lure it back to cancel Haifa Line, 

Nor all your Tears wash out a word of it ” 


No immutable “wave of the fiiture ’ w ashes us dow n “the road to » 
or to utopia Where the complex economic conditions of life necessitate social 
c^rdinatitm and planmng, there can sensible men of good will be expected 
m invoke the authority and cream e activity of gotemment But expansion of 
centralized power as a worthy end for its sake is quite another matter-^n 
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end alien to the typical American dtizen’s credo. (Unfortunately, not until 
long after the event will history tell ns— and perhaps not then— whether or 
not a given expansion of goverranental authority was a good or bad polity- 
whether or not it should have the approval of all those genuinely interested in 
conserving and improving the good elements in our system.) 

But this, past history does seem to suggest. Unyielding conservatism defeats 
its ovni purpose. Steel without “give” will rupture suddenly under strain. 
Brittle economic systems without the flexibility to accommodate themselves 
in an evolutionary manner to accumulating tensions and social changes— 
however strong such systems may appear in the short run— are in the greatest 
peril of extinction. For science and technology are constantly changing the 
natural lines of economic life. If the system is to continue to function well, 
our social institutions and belieft must be capable of adjusting themselves to 
these changes. 

To a world living in the shadow of the atomic bomb, these are hackneyed 
truisms. They were no less true before World War H. And their disregard 
perhaps helps to explain the breakdown of democracy abroad and our need to 
participate in the most costly war in all history. 

These remarks are not intended to imply that we should all rush out and 
vote for every crackpot or sensible reform currently being proposed. Each 
measure must be considered on its merits— not only in light of its probable 
economic worth but also in its relation to our fundamental social and personal 
beliefs concerning freedom. Nevertheless, without a sense of historical per- 
spective neither radicals nor conservatives nor middle-of-the-roaders can 
effectively advance their oum true long-run interests. 

FEDERAL, LOCAL, AND STATE FUNCHONS 

If we return now to the over-all figures of expenditure, we find that they 
become more meaningful when we break them doum to see just what activities 
they represent and by which branch of government they are administered. 

Primarily, each American is faced with three levels of government: Federal, 
state, and local. It will surprise most people to learn that, of the three, the 
states have always been the least important with respect to government 
expenditure. This is still true although, as we shall see, it is becoming less so. 

Prior to World Mkr I, local government was by far the most important of 
the three. The Federal government did little more than pay for national de- 
fense, meet pensions and interest on past wars, finance a few public works, and 
pay the salaries of judges, congressmen, and other government officials. Almost 
all its tax collections came from liquor and tobacco excises and from tarifi 
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dudes leued on imports Life ws simple in those days, local governments 
performed most functions and collected the most revenue, primarily from 
mes on propertj owmers 

In Fig 2 M e see hou different e\ erythmg has been since World War I 
The Federal goiemment non leads in total expenditure The states are still 


FEDERAL STATE AND LOCAL EXPENDITURES 1920 1940 



’’20 1925 1930 1935 1940 

nc 2 Source Federal Reserve Board Pesuar Ectnimtc Studies 3 


last but are gradually gaimng on the local governments The recent abnormal 
war years are not show n in Fig 2 
Let us turn now to Federal finance 


FEDERAL EXPENDITURE 

The United States gov ernment is the biggest business on earth It buys more 
m riters and more cement meets a bigger payroll, and handles more money 
than any other organization anywhere Many a temporary "dollar-a-year 
government executive, recruited for the war period from the top ranks of 
pmate mdus^, found himself working harder and mabng bigger decisions 
than ever he had dreamed of in private business life 

The numbers involv ed in Federal finance are astronomical not millions, or 
hun^eds of millions but literally billions (/ r thousands of millions) Ac the 
pea of the war effort, the Federal government was spending about 100 
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billion dollars annually. The 1948 public debt was slightly more than 250 
billion dollars, or more than a quarter of a trillion dollars. 

Obviously, such magnitudes convey no meaning to the human mind . We all 
know what it means to be a mile from school, but assertions that the sun is 
93 million miles from the earth or that diere are enough molecules in a glass 
of water to make a strmg of pearls from here to kingdom come always leave 
us unimpressed and somewhat cold. Perhaps public expenditure -will have 
more meanmg if we remember that each billion dollars amounts to about S7 
per American man, w'oman, and diild. A postwar Federal annugl budget of 
about 30 billion dollars w'ould be equivalent then to about $210 per capita, or 
around one-sixth of the total national income. 

As this is mitten (1948), it is still too soon to know the exact level totmd 
which the postwar Federal budget will tend or the exact quantitative break- 
down of expenditure. Figures could be given for the war years, but they would 
be too distorted to be of interest to anyone but an economic historian. Simi- 
larly, figures for the last prewar normal year, 1941 or earlier, would give a 
misleading impression of the postwar Federal budget, because the war has 
left its heritage of heavy defense expenditures, heavy expenditures on veterans, 
and interest on the vast war debt. 

Table 1 illustrates, therefore, only a provisional and hypothetical estimate 
ot the importance of different categories of Federal expenditure in die fiscal 
year 1949; i.e., from July 1, 1948, to June 30, 1949. 

The first four items represent the costs of past and future wars. Together 
they account for three-fourths of all Federal expenditure, and for most of 
the increase in Federal expenditure over prewar levels. Naturally, these are 
only rough estimates. If the international situation is troubled, we may e.xpend 
larger sums on the Army, Navy, and Air Force; and the pressure of politics 
may force Congress to vote larger expenditures for the needs of veterans. 

On the other hand, if there is great prosperity, social security expenditures 
for the aged, unemployed, sick, and handicapped may amount to less than the 
indicated figure. In any case it should be pointed out that a substantial part of 
these funds will be given to the states and localities to administer. 

The same is true of the next category of public works and development 
projects, many of which wall be constructed by local governments with 
partial financial aid from the national government. If unemployment grows in 
the years ahead, we may expect this particular item to exceed the estimated 
figure by a great deal. 

The final category includes the costs of running Congress, the couns, and 
the general expenses of the executive branch of the government. In conclusion, 
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JS to be emphisized that die bulk of postuir Federal expenditure and debt 
are the consequences of \var and not the depression 


table 1 Federal Postuar Expenditure m Ft seal Yeai 1949 


hems 

Budget estimate 
billions 

Pcrccntace 

1 International affairs (European Recoierj Program 

etc) 

a National defense (Arm> Na\> An atomic 

S 7 0 

19 

energ} etc) 

3 Veterans (GI Bill of Rights hospitals pensions 

11 0 

29 

etc) 

6 I 

16 

4 Interest on debt 

? 3 

14 

s Soaal secuntj welfare and educational cxpcndi 
tures (Old age unemplojanent public health etc) 

6 National resources (Conscnation public works 

2 4 


etc) 

1 6 

4 

7 Other expenditures 

3 1 

8 

8 General goi emment expenditures 

1 2 


Total 

>1 - 

uio 

9 Surplus (Ax ailablc for debt rearement out of csti 



mated receipts — oxer and aboxc tax refunds — of 
$42 5 billions for fiscal year) 

4 8 


Net total 

42 3 



Source President s Budget Message to Congress Januar) 1948 


EFFICIENCY AND WASTE IN GOIERNMCNT 

Eien if the aboie estimates should be 10 per cent too high or low, the) 
would still represent large sums of money Undoubtcdl) we should all be 
better off if the government w ere to increase its cfficicnc) so as to gi\ e us die 
same services for lower costs, or what is equail} important if it were able to 
give us more and better sersices for the same dollar of expense 

Every effort should be made toward these ends Hax ing said this, one must 
go on to add it is easier to preach economy dian to practice it, easj to speak 
of cutting public expenditure to the bone but when it becomes a matter of 
slashing aeronautical research, skimping on a xetcran’s hospital, dcnjing aid 
to farmers and so forth — then it is not so easy to carry out The result our 
legislators are forced to talk one way and act another to content themsehes 
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with occasional outbursts of penny wsdom mixed with dollar foolishness A 
case in point is the present absurd practice of paying congressmen only S12 500 
a year. 

Every student of public administration and history knows that, if our govern- 
ment expenditures are too high, it is not primarily because of personal corrup- 
tion or technical incompetence on the part of civil servants and legislators 
As 6r as standards of intelligence, training, and personal financial accountabil- 
ity are concerned, the present Federal government ranks far better than that 
of earlier times, or for that matter than similar establishments at the state and 
local levels. 

The trouble, if there is a trouble, goes much deeper. It lies within ourselves 
as citizens. We want government economy, and at the same time we want the 
governmental services that cost money! 

To put the matter in a more sophisticated way: Government expenditure is a 
way of utilizing national output so as to meet human wants and needs. When 
national income rises, people want more and better schooling and other forms of 
government services, just as they want to spend more on personal clothing, 
housing, and recreation. Our social conscience and humanitarian standards 
have completely changed, so that today we insist upon providing certain 
minimum standards of existence for those who are unable to provide for them- 
selves. Often we speak loosely of government expenditure in the abstract, as 
if it were simply a subtraction from national production. Actually, the statisti- 
cal definition of national product is drawn up so that government expenditure 
on goods and services becomes a way of using and producing economic output. 
It is not always an ideal way, any more than is production by the “private 
sector" of the economy. But it is a wny which we could not do without, one 
which will probably continue to grow and — ^we all hope — ^to improve in the 
future. 

SOCIALISM AND THE NEW DEAL 

We are now perhaps far enough away from the controversial New Deal 
days to appraise the charge that the Federal government is replacing capitalism 
by socialism. This question can be tackled by considering government activity 
under four headings: 

First, as we have already noted, there has been a great increase in the amount 
of government control. Nevertheless, much of this body of regulation can 
hardly be dignified by the title of “planning,” and despite its bulk we are still 
a long way from a planned state. 

Second, as we have also seen, the increase in government expenditure means 
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that as a nation we are consuming more of our national product collectively 
rather than individually through private money purchases Rather than pay 
to ride on the public roads as w e do to nde on railroads, we pay for such valu 
able services by taxes 

But note that such collecQvely consumed goods and services are sail largely 
predmed by free private enterprise The government may pay for a hospital or a 
typev riter, but each of these items is produced by free private enterprise And 
so It IS with most government expenditure on productive goods This is hardly 
vhat the socialists mean by soaalism — ^“government ownership and operation 
of factories, etc 

If we analyze the third kind of government activity, durect government 
production, we find that throughout recent decades there has been but little ex- 
pansion m this direction Historically, our government has performed certain 
direct economic production functions, and not others The post office and 
parcel post have long been a function of government, while pnvate manage 
ment has operated our telegraph service and rail\\ ay express Airports, but not 
railuay terminal facilities, are usually governmentally owned Governments 
now provide water, gas, and electric utilities, but not telephone service The 
reasons for drawing the fine at any one place rather than another are partly 
historical, partly arbitrary, and to some degree changing 

The courts have held that, m the speaal case of “public utilities affected with 
public interest,’ there is no possibility of effective competition between many 
independent producers, and it does not seem possible to decide which mode of 
operation would be the more successful except by a careful factual study which 
would transcend the field of economics 

Whatever the merits of the arguments on either side, it is important to 
realize that during the New Deal of the 1930’s there was no vast expansion of 
government into such fields — except in one direction ® did not nationalize 
our railroads as Sweden and many other countries have done, nor our coal 
industry, nor our banks, nor our radio broadcasting system, nor our insurance 
companies, nor our air lines The New Deal differed in this important respect 
from the present (1948) Labor government in England, which has definite 
socialistic aspirations 


iSee Chap 26 which discusses certain differences between a socialized state and our 
own 


The TVA (Tennessee Valley Authority) and other vast hydroelectric public utility 
proiects (Bonneville Dam in the Northwest Hoover Dam in the Southwest etc ) represent 
true rases whae the government has taken over iic%v active produang functions It is note- 
wo^y that the war plants built by the government are almost wthout exception beine 
sold and leased to private industry or are being shut down 
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Before leaving this third category, which involves the use of human and 
other resources directly by the government, we should recognize that there has 
been a substantial rise of the Federal payroll and in the number of government 
employees. Many of the latter are in the Washmgton executive in 
regional laboratories, in the armed services, and so forth. Even if they arc not 
directly producing private goods and services in competition with private 
industry, such resources are being used by the government; and it behooves us 
all as citizens that they be used \tisely and in the right amounts relative to the 
importance of our different national needs. 

Finally, we turn to a fourth activity of government which did expand tre- 
mendously in the 1930’s and which will continue to loom large in the decades 
ahead— namely, government 'welfctre expenditures which transfer purchasing 
power to the needy or worthy without regard to their providing any service 
in return. Thus, payments are made to veterans, old people, blind and handi- 
capped, orphans, and the unemployed. This fourth category of transfer 
expenditure deserves further detailed discussion. 

GOVERNMENT TRANSFER EXPENDITURES 

A government check received by any of the above veterans or needy persons 
differs economically from that received by a postal clerk or from that paid to a 
man who produces tj'pewriters. It is important that we understand why, be- 
cause our later discussion of national income will involve this same distinction 
between items that are “transfers” and items that we can truly count as parts 
of national production or income. 

The payments to a postal clerk or typewriter producer are counted as 
parts of national income and output because they do cover sendees rendered, 
they do use up resources and production, and they do provide collective direct 
or indirect consumption to the citizens of the United States. This is true 
whether they are financed by taxes, by the sale of postage stamps, or by any 
other means. The government collects dollars from the public and uses those 
dollars to provide services for the public. Such dollars are as much part of 
national income as the dollars collected by a railroad company and used to 
provide transportation services for its customers. ' 

A blind widow’s pension is something else again. Sodally, it may be one of 
our most desirable expenditures, but nCTcrtheless it is not part of national 
output or national income. Why? Because die widow does not render any sen’- 
ices to the government or its citizens in exchange for the pension. She does 
not provide any labor, land, or capital. The pension increases her purchasing 
power. It permits her to live more adequately and to buy goods and services 
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from other individuals These goods and services that she buys are part of the 
nauonal income and output, but they are attributable to the people and fac- 
tories that have produced them, and they are not attributable to her 
Such transfer expenditures grew greatly in the years before World ■V\hr II, 
partly as a result of the depression, which made relief expenditures necessary, 
but also because new minimum standards of health, nutrition, and security have 
been set up by the collecm e conscience of the American people Society now 
rules that children should not ha\ e rickets because of the bad luck or w eakness 
of their parents, that poor people should not die at the age of thirty because of 
insufficient money for operations and needed care, that the old should be able 
to hve out their years w ith some mimmum of income 
Such e'qienditures are not really anocapitalistic “On the first round,” these 
expenditures do not directly consume goods and services, but by sw elhng the 
purchasing power of their recipients, diey do, “on the second round,” create 
orders and jobs for free private enterprise However, the thing to note is that 
the production induced by this process is both privately produced and privately 
consumed 

Unless these expenditures are financed by the prinong of money or by 
government bond borrowing, larger taxes will have to be levied on the public, 
and It IS for this reason that they are usually called “transfer expenditures ’ 
Often the more fortunate citizens are paying for the consumption of the less 
fortunate, and probably w ithm reasonable hmits, most people will feel that this 
IS only as it should be 

Moreover to the extent that taxes come out of the mcome of the more well 
to do and thrifty and arc used to make payments to the needy and ready-to- 
spend— to that extent the total of purchasmg power is increased In time of 
d^ression this is a good thing since, as we shall see, it expands production and 
jobs But in times of inflaaonary pressure, it aggravates the upward spiral of 
prices and makes the shortages of goods w orsc 


THRE E WAYS TO TINANCE rxPCNDnm ir 

Where does the money come from to meet government expendituresS 
Primarily from three sources (1) ( 2 ) interest paying W and (3) 

oomTf Normally, taxes are the most im- 

during the Revolutionary Vihr paper money was of greater impoLce 

miscellaneous sources sale of surplus 
enzeury etc eifts from the apprccati.e 
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Let us examine the predse difFerences among these three methods of finance 
Suppose that the government has spent or is about to spend an extra billion 
dollars on some project that the American people and their legislative repre 
sentatives deem necessary and desirable. 

As a first alternative, the government can use its coercive powers and collect 
1 billion dollars from its citizens in the form of one tax or another. Not all 
citizens would pay the same amount of taxes. Not all dtizens would have 
received the same benefit from the government’s expenditure. Some will have 
received more benefit than they have paid for. Others will have recdved less 
benefit than they have paid for, but Congress will have felt that they are better 
able to aiford the tax burden than other groups in the community. 

The tax has provided the money for government expenditure. But it has done 
something else in addition, something that is especially important at a time 
when there are no idle men or factories. Superficially, the government needs 
only dollars for its expenditure program. Actually, and much more important, 
it needs land, capital, and labor resources to carry out its project. Where arc 
these resources to come from if there is fiill employment everywhere? 

Here is where the taxes step in to perform their second, much more impor- 
tant, function in addition to the provision of money. The individuals who are 
taxed find that their incomes are reduced. Because they cannot spend their 
receipted tax bills, they are no longer able to buy as much as previously of 
private consumption goods. These goods were being produced by land, labor, 
and capital. By contracting the production of such goods (or shifting goods 
directly to government use), we are releasing resources from the community’s 
private consumption activities and shifting them to its collective governmental 
activities. 

In a M-employment economy, scardty and choice are all prevailing. The 
more resources the people consunre collectively, the less there is left for them 
to consume individually, and vice versa. They must choose carefully between 
the wmrth to the community on the one hand of more and better hospitals, post 
offices, agricultural laboratories, and on the other hand, of greater disposable 
family incomes to be spent individually on more and better clothing, food, 
shelter, tobacco, and recreation. 

FINANCING GOVERNMENT EXPENDITURE BV NEW MONEY 

So much for.the economic effects of tax finance under full employment. Let 
us examine the effects under the same conditions of full employment of the 
opposite method of financing our billion dollars of expenditure— namely, by 
the third method of printing new money. The government exercises its con- 
stitutional powers over the currency to print off one billion nice, new, aisp 
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dollar bills It finds that people are just as eager to work for these as for any 
other kind of money since they are all 1 ^ tender, interchangeable, and all the 
rest 

The American people have, therefore, succeeded in getting their billion 
dollar collective project completed The result has been completely painless, 
hasn t It!" Why then ever levy taxes^" Death may be inevitable but why must 
taxes be^ 

The fallacy in the abo\e arguments applied to a full employment economy 
should not be hard to isolate And make no mistake about it, the arguments are 
then completely fallacious 

The goiemment needs resources for its project — ^not primarily money 
Where are the resources to come from m a full employment world? Obviously 
only from the sacrifices of private indnidmls By printing enough money, the 
government can outbid the present users of land, labor, and capital, it can suck 
resources into its oun use But in doing so, it will bid up wages, rents, and 
prices 

Nov V e see v ho really foots the bill Because of the reduction in the supply 
of goods aiailable for individuals use, the cost of living will rise beyond the 
increase in people s money incomes True, the gov ernment has not taken money 
aw ay from them, but vv ho can eat money or vv ear it on his back? 

Such an inaease in gov ernment expenditure in a full employment vv orld vv ill 
necessarily cause some degree of inflation, and inflation is a mighty tax col 
lector— albeit an indirect and often unobserved one The hidden tax of higher 
pnees tends to fall most heavily on the poor and on the relatively low-paid 
white collar workers whose wages are sneky There can be no doubt that 
inflaoon is a method of taxing, and a highly arbitrary and inequitable one 


riNANQNG DEI ICITS BY LOAN FINANCE OR BORROWING 
Wfe have now analyzed the difference between tax financing and new money 
financing in a fiill employment world There remains the intermediate case of 
loan financing by the sale of government bonds The government uses the 
services of land, labor, and capital as before But it does not pay for these by 
giving people receipted tax bills as in the first mode of finance Nor does it 
simply present them with currency that they can then spend as they please 
nstead it gives them I O U ’s, payable with compound interest in 1, 5, or 


•niere is nothing compulsory about the process People with savings are glad 
ubscribe for government bonds rather than have to hold their wealth all 
die or 111 the form of private securities Government bonds are a particularly 
ttractive investment because they can always be sold on the market or 
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a full-employment world may be the height of wisdom in a period of deep and 
prolonged unemployment: levying taxes may be proper when we Avant people 
to release resources; in time of depression when we want to increase the 
number of both private and public jobs, increasing taxes may be disastrous 
Similarly, policies that would wreck a normal world may be just what the 
doctor would order for an economy suffering from a runaway inflation. 

No more than a warning to this effect need be sounded at this point. After 
the analysis of saving and investment in Part Two, the reader will be in a better 
position to understand the importance and the limitations of government fiscal 
policy: why the government should run a surplus of taxes over expenditure 
in times of boom and the reverse in the depression and why it should plan its 
construction of dams, post offices, and other public works so that they will 
take place when men and machines are idle and cheap rather than when there 
is a universal shortage of resources. 

In Chap. 8, our discussion of public finance as it relates to the tax systems of 
the Federal, state, and local governments will be continued. The expenditure 
of the states and localities, and their coordination with the Federal government 
and with each other, are also examined. 


SUMMARY 

1 . The economic role of government has been a steadily expanding one. Not 
only are more and more activities in our complex, interdependent society 
coming under direct regulation and control, but in addition an ever larger frac- 
tion of the nation’s output is being devoted to collective governmental con- 
sumption. And an increasingly large part of the national income is being 
“transferred” by taxation and government welfare expenditure from the 
relatively rich to the relatively poor. 

2. Since "Wbrld \%r I, Federal expenditure has far outstripped local and 
state expenditure. During the depression of the 1930’s, expenditures on relief, 
public Avorks, etc., lifted the Federal budget to a level of almost 10 billion 
dollars. At best, our postAA'ar budget aa'iII be more than triple prewar levels 
because of increased defense outlays, interest on the public debt, and aid to 
A'eterans. Should the postwar boom explode in a panic or peter out into a slump, 
Federal expenditure on public Avorks and development programs Avill certainly 
increase in magnitude, at the same time that welfare expenditure for the 
unemployed and needy Avill vastly expand. 
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3 Government expenditure is financed by three sources taxes interest 
bearing loans and issue of nomnterest beanng currency In a full employmenL 
world only the first method can be relied upon to secure an eqmtable distnbu 
non of the real costs of government And m such a world only the first will 
cause sufficient reduction in private individual consumption to release the 
necessary resources for governmental projects without inflation— that hidden 
tax collector The proper fiscal policy for a period of unemployment and slump 
or for a period of inflation orgy will be discussed later in Part Two 


QUESTIONS FOR DISCUSSION 

1 'W hat are some things that the government docs today that it didn t formerly do’ 

2 Between now and 1970 how would you expect the government s share m the 
nauonal income to develop’ hy’ What fiictors would affect your answer’ 

3 Does the increasing economic cost of gotemment reflect decreasing efficiency 
How would you go about making a saentific stud) of this question’ 

4 The radical doctrines of three decades ago are the conservative doctrines of 
today Is this ever true’ Is it always true’ Give fevorable illustrations and exceptions 

5 Goiemment expenditure on goods and services represents collective con 
sumption rather than individuahstic consumpaon but nevertheless it does represent 
consumption Wiuld you always agree’ Give your own qualifications 

6 If the posRvar Federal budget is to be brought anjtwhere near back to the 
prewar level the veterans program and naaonal fletense will have to be die mam 
things reduced Do you agree’ Why or why not’ 

7 Compare the President s last budget message with Table 1 What are the pnn 
cipal differences’ 

8 What were some of the measures of the New Deal’ Which hate been aban 
doned and which are still in effect’ 

9 Define and give examples of a transfer payment 

10 Contrast the effects of the three ways of financing government expenditure 
(s) under foil employment conditions and (b) under depressed conditions 

11 How was the war financed’ How should it have been’ 

12 What should be current postwar tax policy’ 



Chapter 8: the economic role 

OF GOVERNMENT; FEDERAL 
TAXATION AND LOCAL FINANCE 


OUR discussion of public finance continues in this chapter with a survey of the 
Federal tax system, followed by a brief examination of expenditure and taxa- 
tion at the state and local levels. It concludes with a short discussion of the 
problems of coordinating the activities of different levels of government. 


FEDERAL TAXATION 

The great variety of present Federal taxes is indicated by Table Of these, 
the first two, personal income and estate, are “equitable” m that they bear 
down “progressively” more on those people with higher incomes. The last 
two taxes on sales and payrolls are relatively “regressive” in that they take a 
larger fraction of the poor man’s income than they do of the rich man’s. The 


* These torals may be compared ■with the more recently available tax estimates for the 
period July 1, 1948, to June 30, 1949, as presented in the President’s Budget Message, 


January, 1948: 

Federal Receipts (In billions of dollars) 

Personal income taxes 

Corporation taxes 

Excise taxes 

Employment taxes 

Other taxes 

Total 


$22.5 

10.2 

7.5 
2.8 

1.5 
$44.5 


Mtmis 

Tax refunds 

Net total 


168 



federal taxation and iocal finance 169 


corporaaon tax is intermediate in its effects, on balance, it is probably progres- 
sive, since the incomes of the well to do are more heavily made up of stock 
dividends than are poor incomes Although it is true that many poor w orkers 
and orphans own some shares of stock, soil the total that they own is not a 
large fraction of all stock shares But to the extent that corporations can pass 
on the tax to the consumer in higher prices, a tax on business profits fails to 


tablf 1 Tax Receipts of Federal Government, Calendai Yeai 1946 {In 
billions) 


1 Personal income 

Withheld at source 
Other 

2 Estate and giit 

3 Corporation 

Normal corporate and capital stock 
Excess profits 

4 Payroll and employment taxes 

5 Sales or excise taxes 

Tobacco (primarily cigarettes) 

Liquor 

Retailers excise (cosmetic, fiirs, etc ) 
Customs duties, or imports 
Miscellaneous taxes 


Total 


$92 
8 7 

$17 9 
0 7 


$ 4 7 
6 4 

II 1 
1 8 


5 1 2 
2 7 
1 7 

0 5 

1 6 

7 7 

jITz 


be progressive Our Federal tax system is immeasurably more progressive 
than It was 15 years ago or than are the tax systems of the states and localities 
today A brief glance at the various taxes may be helpful 
Sales and Excise Taxes In order of regressiveness, these would probably 
come first So-called “liberals” usually oppose these taxes, while “conserva- 
tives” extol their virtues As far as Federal finance is concerned there has 
resulted a compromise no general sales tax has been passed, but there are 
taxes on agarettes, hquors, amusements, cosmetics, etc One does not have 
to be an expert economist to guess whether a tax on movie admissions or sport 
events is a tax on the nch man’s luxury, to judge whether a hpstick tax is 
confined to Park Avenue rather than Mam Street, to know whether a tax on 
cigarettes causes people to give up smoking or to reduce their consumpDon of 
tobacco substantially 
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Social Security, Payroll, and Employing Taxes. Most industries— with the 
exception of agriculture, nonprofit hospitals and schools, etc.— come under the 
Social Security Act. All employees are eligible to receive old-age retirement 
benefits of so much per month, dependii^ upon their previous earnings and not 
upon any humiliating demonstration of poverty; even Henry Ford was eligible 
for a retirement pension. 

To help pay for these benefits, the employee and employer each contribute 
1 per cent of all wage income below $3,000 per year. No insurance company 
could possibly sell such liberal retirement and other benefits for so smal) a 
rate. Consequently, unless Congress follows the original plan of rmsing tax 
rates considerably in the near future, it will later have to add a gove rnmen t 
contribution to that of the employer and employee as the age distribution of 
the population gradually shifts toward the older ages of retirement. 

Taken by itself, the payroll tax is regressive in its impact upon the poor and 
middle classes. But combined with social security benefit payments, the degree 
of regressiveness is materially less.* 

Corporation Income Taxes. After a corporation has paid all its expenses and 
reckoned its annual income, it must pay part of its income to the Federal 
government. The rate varies from year to year; for 19‘t7, corporations were 
taxed 38 cents out of every dollar of earnings of $50,000 per year or more and 
slightly less when their earnings are less than that amount.® 

Some people think that this tax rate is too high, that corporations are dis- 
couraged from venturing on worth-while, but risky, Job-making investment 
projects. These people would also argue that a small corporation would be 
able to grow more rapidly if it could plow back into the business what the 
government takes in taxes. Proponents of these views say it is sinful “double 
taxation" for the government to tax corporate earnings and also to make the 
stockholders pay personal income taxes on the dividends received from 
corporations. 

On the other side there are those who argue that corporations should be 
taxed heavily, with the bigger corporations taxed at progressively heavier rates. 
These people believe that, if the government must collect large sums of money, 
a tax on corporations is better than a sales tax or payroll tax. Moreover, they 
point out that corporations do not distribute all their earnings to the stock-. 

‘ Some people, like the author, would question the social wisdom of linking a particular 
tax to a particular expenditure benefiting those taxed. So long as social security legislation 
had to be (somewhat dishonestly) sold to the public as an extension of private insurance, 
this may have been tactically necessary, but surely that day is long past. 

* During World War II, the excess profits tax on corporations, levied to prevent wartime 
profiteering, took 85 cents out of every dollar earned in excess of normal profits. 
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holders but sa^e some to be plowed back in the business The stockholder 
•noids personal income tax on these corporation savings, so that according to 
this iiew-point a corporation tax. will at least partially remedy the situaaon 
The problem is too complex, a one to be given a final evaluation here It is 
fair to say that the general trend — ^with which the present writer is in only 
partial agreement — ^is to advocate a partial reduction of corporation tax rates 
in exchange for higher personal income taxes This last tax is so important as 
to justify a section to itself 


THE PROGRESSIVE INCOME TAX 

Before the war, March 15 was an unhapp> day, in which wails of 
anawish were heard throughout the land as people wrestled with their income 
tax blanks Moreoi er, they had then to pay for the previous year s income, 
which often had alread) been spent 

Now things are much better All through the year e\ ery emplo> er automati- 
cally withholds from each paycheck most of what the emplo> ee w ill haxe to 
pa) to the goi emment This puts us all on 1 pay-as you go basis, so that by 
the end of the ) ear w e are more or less all paid up e\ en if our pay checks hav e 
all been spent 

Anyone with an annual income of under $5 000, and no appreciable non- 
w ithheld earnings, can at the end of the ) ear simply send in to the go\ emment 
his w ithholding tax receipt The got emment w ill compute his true tax, compare 
that with what he has paid, and refund or bill him for the difference In this 
way the Bureau of Internal Reienue of the Treasury Department currentl) 
computes the tax bills for some 25 million people 
Anyone with an income higher than $5,000, or with income from propert) 
of more than $100, or with excepnonal contributions to chanty, must file a 
more elaborate income tax return In feet, early m any year he must make a 
simple, rough estimate of his income for the rest of the year and how much w ill 
be withheld, each 3 months he makes a quarterly payment of the difference 
beni ^ w hat his tax w ill probably be and what will be w ithheld Thus at the 
end of the )jar, he is just about paid up on a true pay as you go basis On the 
oUowing March 15, a final reckoning with the goi emment is made, and any 
payments and the true amount of the 

tax IS settled by a bill or a refund 

B a impro.ament oaer the previoaa mahod of all, ays pay- 

^ d»a yea, for ksr year’s meome In die oM method ,, as tolerable 

» loos as jost a fa, noUioo telatitdy «dl Bxioemaens paid mcooK mes 
Before Ae depression, fa, fimdy men Bid, moomes of leas than {5,000 had 



172 


ECONOMIC ROLE OF GOVERNMENT 


to pay a personal income tax or even file a return, because of the very liberal 
exemptions of income Now , exemptions have been drastically reduced so that 
the majority of all wage earners come under the income tax A smgle person 
earmng around $500 per year, or as htde as $10 per week, will pay some tax 
A w ife w ill give a man an extra $500 of exempted income, and each dependent 
child will exempt an extra $500 of annual income from taxation (These 
figures all refer to the 1947 rates, w hich will undoubtedly undergo modification 
throughout the years ) 

There is still some burning of the midmght oil around the Ides of March by 
those who are filling out income tax returns How ever, many of those who are 
not permitted simply to send m their withholding receipt find their work much 
simplified by usmg the so-called “short form This automatically allows a 
deduction of about 10 per cent for diaritable gifts, medical and interest ex 
penses, etc All you ha\ e to do is fill m your name, your current marital stams 
consult a table, and write m your income tax 

The real grief comes only for those w ith enough varied income to require the 
long-form return They must worry about the depreciation of their trucks 
about their capital gams and losses on the sale of land or securities, about filing 
a joint return by husband and wife so as to at oid higher taxes, about a self 
financed trip to the medical convention, about tax-exempt interest from a state 
bond, etc 

Howeter, e\en here the difficulties are commonly exaggerated It is only 
a moderate intelligence test for any atizen to fill out his own tax form with 
or without the aid of the many helpful pamphlets on the subject and with or 
without the aid of accountants and Bureau of Internal Revenue officials 
Perhaps it should be a prerequisite for graduation from high school that the 
aazen be able to perform this important ritual 

Enough has been said about these details TTie important thing is to know 
about how much a typical individual pays at different income levels, as shown 
by Table 2 Column (2) show s about how much people would have to pay in 
taxes for each of the incomes listed in Col (1) Note that the tax stans at a low 
figure for poor people and rises \er) rapidly in relation to income Indeed 
beyond $200,000 of taxable income, about 86 cents of each extra dollar goes 
to the go\emment and only 14 cents stays with the indnidual as part of his 
“disposable” or “spendable” income 

Column (3) shows just how progressne the personal income tax is A 
$10,000-a-year man is made to bear a relaavely heavier burden than a $3,000 
a year man — 26 rather than 11 per cent, and a millionaire is made to bear a 
still heavier relatne burden Column (4) shows the amount of disposable 
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income left after taxes Note that it always pays to get more income even if you 
are as rich as Dons Duke The government always takes less than 86 cents out 
of each extra dollar 

The income tax appears to be succeeding in its purpose of sharing the cost 
of gmemment more “equitably or progressively” m relauon to income (The 
effects of death and gift taxes are in the same direction They are discussed 
later in connection \Mth state taxation) It tends to reduce the inequality of 
disposable income Thus, in Fig 1, the hypothetical effect of progressive 


TABLE 2 Aviount oj Personal Income Tax to Be Paid at Different Income 
Levels by a Childless Mamed Man, 1947 


Income 

0) 

1 Personal income 

(2) 

Proportion of nx. 
to income 

(3) 

Disposible income 
left after taves 

(4) 

$ 1,000 (or below) 

$ 0 

0 

S 1,000 (or below) 

3,000 

330 

11 

2,670 

5,000 

700 

14 

4,300 

10,000 

2,600 

26 

7,400 

20 000 

6,100 

30 

13,900 

50,000 

24,000 

48 

26,000 

200000 

148,000 

74 

52,000 

1,000000 

839,000 

84 

161,000 


taxes on the inequality of income is indicated Note how the area of inequality 
on the Lorenz diagram has been reduced, progressive taxation has shifted the 
solid line into the broken line, nearer to the 45® line of perfect equality 
Often, doubts are raised as to whether high income taxes do not discourage 
effort and risk taking This is not an easy question to answ er since taxation 
will cause some people to work harder in order to make their million, many 
doctors, scientists, artists, and businessmen who enjoy their jobs and the 
sense of pow er or accomplishment that they bring, w ill work the same 'imount 
for $30,000 as for $100,000, still others may prefer more leisure to w ork as a 
result of progressive taxes The net result is hard to be dogmatic about We 
must content ourselves with posing the problem 
The effects of progressive taxes on nsky investment are easier to appraise 
They are probably adverse In part the government says to the taxpayer 
“heads I win, tails you lose ” For example, suppose a man earns $200,000 in, 
one year and nothing in the next three years, A\hile his brother earns $50,000 
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in each of the four years Their average earnings before taxes over the period 
are the same, but the venturesome brother pays over the period J 148,000 m 
taxes, leaving him with a total income after taxes of $52,000 (see Table 2) 
On the other hand, the su'ady brother pays a total of only $96,000 in taxes and 
IS left with total income of $104,000 for the period after taxes In this example 
the progression in the tax system has penalized the venturesome brother to the 
tune of leaving him only half as well off as his conservaave brother 

EFFEa OF PROGRESSIVE TAXES 
ON INEQUALITY OF INCOME 



FIG 1 The heai y solid line represents the unequal distribution of income before taxes 
The broken line shows how progressive taxes result in a more equal distribution of 
“disposable income after taxes 

Opposing the unfavorable effect of prt^ressive taxes on investment and 
jobs, there is an important favorable effect To the extent that dollars are 
taken from frugal wealthy people rather than from poor ready spenders, 
progressive taxes tend to keep purchasing power and jobs at a high level — 
perhaps at too high a level if inflation is threatening 

Thus no one can be sure whether the unfavorable effects of the personal 
income tax on investment offset the opposite effects in cutting down poten- 
tially excessive savings In the last analysis, therefore, every voter must 
decide largely on ethical grounds w hether he favors a more or less equahtarian 
society, greater or smaller rew ards to individual initiative 

STATE AND LOCAL EXPENDITURES 

Let us now turn to finance other than Federal Although quantitatively 
the Federal government’s 40 billion dollars of expenditure is about triple 
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that of the states and localities still these are very important in their own 

”^To see nhat the states and localities spend their money on turn to Fig 2 
and to Table 3 All these items are more or less self explanatory Note that 
expenditure on schools— mostly by localities— is the biggest single item by 
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FIG 2 SouRCF Federal Resene Board Posluar Ecommiic Stiidtn 3 


far Note also that the salaries of judges legislators and so called bureau 
crats are only 8 per cent of the total 

STATE AND LOCAL TAXES 

To see the mam source of funds to finance such expenditure turn to Fig 3 
and Table 4 n hich show the tax collections of state and local governments 
In terms of the previous discussion of kinds of taxes it must be admitted that 
on the whole the principal taxes of the states and localities are so<alled 
regressive taxes Let us discuss some of the more important ones 
Propert) Tax It will be noted that the property tax still accounts for almost 
one half of the total revenues of state and local finance and that the states have 
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permitted the more needy localities to collea almost all property taxes as 
Table 4 shows. 

The propert}’^ tax is levied primarily on real estate, land and buildings, but 
in some places also on personal property such as furniture and watches. Each 


TABLE 3. Expenditures of State and Local Govemnents, by Function 
IHl (Dollar items are in millions) 


Function 

State 

Local 

Total 

Percentage 
distribution 
of total 

Cost payments— Total* . 

S3, 072 

S6,637 

$9,709 

100.0 

Schools 

274 

2,238 

2,512 

25.9 

Highways.... ... 

848 

823 

1,671 

17.2 

Old-s^e and unemploj-menc insurance . 

486 

3 

489 

i.O 

Welfare 

485 

740 

1,225 

12.6 

Health and hospitals . , . 

315 

284 

599 

6,2 

Corrections 

86 

65 

151 

1.6 

Sanitation 


291 

291 

3.0 

Police and fire 

131 

581 

712 

7.3 

General administiaaVe, legislative, and 
judicial 

190 

601 

i 

791 i 

8.2 

Interest 

111 

456 

567 

5.8 

Recreation 

15 

171 

186 

1.9 

All other 

131 

384 

515 

5.3 

Debtretirementt..., 

238 1 

616 

863 



Source: Federal Resen-e Board, Posticar Economic SUidks, J, p. IM. U5. Depait- 
ment of Commerce, Bureau of the Census, Fmancing Federal, State and Local Gnrm- 
ments, 1941, p. 54, This table includes pajunents from funds received from odier 
governments. 

* Excludes net addition to reserves of 544 million dollars, for old-age and nnemployment 
insurance, and 142 million for contributions to pension iiinds. 
fNot included in the total. 

locality sets an annual tax rate. Thus, in a large city $35 on each $1,000 of 
assessed valuation (3.5 per cent) may be the tax rate. This means that I must 
pay $350 of propertj’’ taxes if my house has been assessed as being worth 
$10,000. However, in many places assessed valuations tend to be some fraction 
of true market vplue. Perhaps my house and all like it have a current market 
value of $15,000, but they may be assessed at about two-thirds that much. 
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Really therefore my true property ta\ rate is a little less than 3 5 per cent 
nearer to 2 4 per cent 

The property ta\ is t ery inflcMble Rates and assessments tend to be changed 
only slowly In bad times when real estate values fell the ta\ is very burden 
some and gives rise to bankruptcy, mortgage foreclosures and forced sales 
In colonial times a man s total income and wealth may have been all con 
Fleeted with teal estate en then the property ta\ increased a rich man s taxes 


SOURCES OF STATc AND lOCAl TAX REVENUES - 1941 


Property Highway Sales Payrolls Corp Individ Speaal All Other 
User and Bus uols Assessments 

lie 3 SouRCc Table 4 


only in proportion to his total property— instead of increasing his taxes m 
greater proportion than income, as do modem progressis c taxes Furdiermorc 
today when so much of w calth and income is di\ orced from real estate, many 
well to-do people are able to avoid state and local taxes almost completelv 
Also It IS well knosvn that small properties tend to be assessed rclatn ely higher 
than large Tor these reasons the property tax is fir from ideal 
Highway User Taxes As the name suggests, these revenues come from 
rtvo primary sources from a tax of so many pennies per gallon of gasoline and 
from license fees on automobiles, trucks, and drners In many states, more 
dollars are collected in this way than are spent on roads and bridges The extra 
revenues are used for schools old age pensions and other needs just as m some 
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colleges extra revenue from football games is used to buy track equipment or 
even Greek manuscripts. 


TABLE 4. Tax Rromnes 0/ State and Local Governments^ IHl* (Dollar 
items are in millions) 


Source and type of rcs’cnuc 

Statef 

Local 

Total 

Percentage 
distribution 
of total 

Total 

S4,607 

$4,708 

$9,216 

100 

Property 

268 

4,224 

4,492 

49 

Sales and gross receipts 

1,033 

98 

1,131 

12 

General sales 

575 

66 

641 

7 

.Alcoholic beverages 

216 


216 

2 

Tobacco products 

107 

t 

107 

1 

Public-unlit)' receipts 

90 


90 

I 

Miscellaneous excises 

45 

52 

77 

1 

Payrolls 

901 

5 

906 

10 

Corporation and business 

586 

181 

767 

8 

Corporate net income 

197 

2 

199 

2 

Corporate license and privilege 

79 

40 

119 

1 

Insurance premiums 

98 


98 

1 

Alcoholic bcvcraccs 

58 

35 

93 

1 

Severance and other 

154 

104 

258 

3 

Individuals 

343 

3 

346 

4 

Net income 

225 

2 

227 

3 

Inheritance, estate, and gift . . . 

116 

1 

119 

1 

Highway user. . . 

1,346 

31 

1,377 

16 

Motor-vehicle fuels 

913 i 

7 

920 

10 

Motor-vehicle licenses and operators 

433 

24 

457 

5 

Special assessments 


102 

102 

1 

All other 

30 

64 

94 

1 


Source: Federal Rescr\-c Board, Postvxir Ecmomic Smdirs, 3, p. 108. 

* .Adapted from U.S. Dcparmient of Commerce, Bureau of the Census, Statistics of 
Sales, 1941, and Financing Federal, State, and Local Govermnents, 1941. 
t The amounts include local shares of statc-coIlcctcd ta.tcs. 

J Less than $500,000. 

These highway taxes arc usually )usnficd on the ground that the taxpayer is 
simply paying for the hrnejit of using the roads in much the same way as he 
pays for a railroad ticket or for his use of water and electricity. 
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Stiles Taxes In the past years mnny states ha\ c begun to rely more and 
more on evcises leu led on tobacco, alcohol, and c\ cn on general sales Most 
people — including many cigarette smokers and moderate drinkers — have a 
vague feeling that there is something immoral about tobacco and alcohol 
They feel as though mo birds are being killed with one stone when tliese 
arncles are ta\ed, the state gets revenue and \ ice is made more e\pensn e 
The same rationalization is not possible for, saj, a 5 per cent ta\ on ei cry- 
thing that a consumer buj s whether it is a pair of shoes, a cake of soap, or a 
church candle Ridi and poor are taxed alike on each dollar spent, and since 
the poor are forced to spend a larger portion of their total dollars, it is easy to 
see that the sales tax is a regressne tax, ; r , it takes a larger portion of low 
incomes than of high ones Most economists therefore regard it as an unde- 
sirable inequitable tax which is onl) the child of nccessitj Except as applied 
to clear ait luxuries, thej think it should be replaced bj more progressis e 
taxes such as personal income or inheritance taxes 


Pi) roll and Business Taxes States and localities often charge license fees for 
the pri\ liege of acting as a corporation, running a tasern, and so forth Some 
states tax the net income of a corporation as well, and collect miscellaneous 
other fees from business enterprises 


In addition, all states haae been bribed by the Federal go\ crnmcnc into col- 
lecting a wage tax equal to about 3 per cent of paj rolls in occupations coicrcd 
by social securirj TTie proceeds are used to pro\ide “uncmploj ment com- 
pensation benefits or insurance” when workers become uncmplojcd Before 
the Federal Social Securitj Act was passed (1935), the few pioneering states, 
like Wisconsin and Ohio, that had unemployment insurance schemes were at 
a disads antage Industries w ould dircatcn, and occasionally more dian threaten, 
to leave the state for neighboring places where there were no such uncmplo)- 
ment compensanon taxes and where an cmplo)er could wash his hands of a 
discharged worker Naturally, even the states with good intentions tended to 
be lagged down to die lead of those which were most irresponsible 
The Social Security Act changed all that Instead of passing a Federal act 
iTr u"' accom- 

st ei?! T' I ^ on all 

suitahl proceeds to every state that set up a 
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Personal Inamu and Inheritance Taxes. More than half the states imimte the 
Federal government, but on a much smaller scale, by taxing individuals ac- 
cording to the size of their incomes. Such a method of taxation has already been 
discussed in connection with Federal finance. A few important states, such as 
Illinois, do not rely at all on this relatively progressive tax; moreover, almost 
all those states that have an income tax could increase rates and collect more 
revenue firom this source. But the greatest difficulty in applying this equitable 
tax at the state level is the fact that the Federal government already makes such 
intensive use of the personal income tax as to leave relatively little. 

Inheritance taxes on individuals who inherit bequests of property upon 
death of a relative or friend are self-explanatory. They differ only in mmor 
detail from estates taxes that are levied on the dead giver’s estate and not 
on the receivers. Also, it wHU be obvious that gifts must be taxed, or else 
wealthy people would have every incentive to distribute before death all their 
wealth to their heirs, so as to escape taxation then. 

Both the Federal and the state governments share in estate and inheritance 
taxes. Once again, the Federal government had to act to prevent states like 
Florida from advertising to old folks, “Come here to die and avoid all in- 
heritance taxes.” The Federal Government gives up part of its revenues to any 
state that passes such a tax law, by accepting a state tax receipt in part pay- 
ment of a citizen’s taxes. However, it goes only a small part of the whole way 
in this respect. 

The inheritance and estates tax is called a progressive and democratic tax. 
The poor widow’s inheritance usually pays no tax at all because of liberal 
exemptions, wWle the rich man’s estate pays at a progressive rate. Social 
reformers attach great importance to death taxes for the purpose of preventing 
the development in this country of a permanent moneyed caste, living not on 
its effort and mtelligence, but on its property inherited from one generation to 
the next. 

There are other nuscellaneous revenues which need hardly be described. 
Some localities sell natural gas and electricity. Some tax slot machines and 
race-track betting. All collect some revenue from assessments on property 
owners -who -benefit from specific sewTige and road improvements. A much 
more important revenue source, as we shall see in a moment, is the financial 
aid which die states receive from the Federal government and w'hich localities 
receive from the states. 

Borrowing and Debt 'Repayment. When all is counted in, it is still not true 
that the total of state and local expenditures equals the total of their revenues. 
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nie difference represents new borrowing or debt repayment Since 1940, 
vartune prosperity has swelled their ta\ revenues (despite the rationing of 
gasoline) At the s-ime time it became impossible to build ne^^ schools and 
highways and unnecessary to support so many needy people on relief 
As a result, most states w ere able to run a surplus and reore part of their 
previously accumulated debt This opportumty w ill conanue in the postw ar 
period for as long as the industrial boom holds out A few foolish states are 
failing to prepare in this w ay for the ame when it w ill again be necessary and 
desirable to build public w orks and finance relief, these states are cutting 
tax rates and in doing so are adding to people’s purchasing pow er and thereby 
feeding more fuel to the immediate postwar inflationary flames 
Such states are the e\cepaon today However, benveen World \'\hr I and 
“Wbrld II, most state and local borrow ing tended to beha\ e pen ersely so 
as to accentuate rather than damp dowm the business cycle During the pros- 
perous 1920 s when the Federal government was retiring part of its war debt, 
states and localities floated tremendous amounts of bonds, so as to build needed 
highways and schools at the high prices then prevailing When the depression 
of the 1930 s came, despite the publiaty given to emergency borrowing of 
some cities, state and local govermsmts on balance reduced then debts' They re- 
fused to build necessary public works even though costs were advantageous 
and jobs vv ere desperately needed Instead, they began to lean more and more 
on the Federal government in this matter of public works as well as m con- 
nection with unemployment rehef 

It IS perhaps too much to ask the states and localities to take an active part 
in moderating the business c)cle But a minimum goal would be for them, if 
they cannot do good, at least to do no harm If they are too w eak to increase 
their outlay in depression, at least they should endeavor to withstand the 
temptation of inaeasmg their expenditures in boom times If they follow this 
advice their dollars wiU go farther and the problem of unemployment will not 
be qmte such a great and difficult one 


COORDINATING DirrCRENT LEVELS OF GOVERNMENT 
Existing state and local boundanes do not reflect true economic entities 
Ind , IS more truly a part of the Greater aicago metropohtan region 
r ® relauonship holds between Greenwich, 

R^l«ivelywell-toslo people can commute from 

Jersey suburbs beckon the wealthy New Yorker with the assurance that there 
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is no income tax across the Hudson.* To avoid taxes, wealthy cosmopolitans 
even tried a few years ago to leave the United States for legal residences in 
Bermuda and elsewhere, until the war sent them scurrying home to the protect- 
ing arms of the Statue of Liberty. 

What can be done about all these problems of coordinating different levels 
of government? The answer must be faced primarily in terms of political 
science rather than economics. In part we can and have set up new units of 
government cutting across existing boundaries: the Port of New York Author- 
ity, the Cook County Sanitary Commission, etc. All these fill a function. 
But sometimes the result is a patchwork of confusion. Thus, within the Greater 
Chicago area alone, there are literally hundreds of different units of govern- 
ment: three or four states, innumerable counties, townships and municipalities, 
etc. Wjrse than that, any one citizen will be under the separate jurisdiction 
of a score of such overlapping agencies. It is not only that he doesn’t know 
where to go when he gets a ticket for speeding; he is actually paying taxes to 
the city of Chicago, to Cook County, to a School District, etc., etc. 

From an economic point of view, some of the worst aspects of the existing 
situation are partially corrected by having the states make grants of money to 
the localities. In 1941, out of 4.5 billion dollars of state tax revenues, about 
one-third was shared with the localities— primarily for schools, highways, and 
public assistance (relief, old-age pensions, aid to blind, etc,). Only in this way 
can the poorer parts of each state maintain certain minimum standards of 
schooling, roads, and living. Only in this way can well-to-do suburbanites 
be prevented from running out completely upon their fair share of public 
responsibility. 

Just as there are differences in financial need and income within a state, so 
are there tremendous differences in income and needs in different parts of the 
country. The South in particular has such a low economic income as to penalize 
seriously its citizens in the pursuit of an adequate education and standard of 
living. The logical step has been for the Federal government, with its great 
taxing power all over the country, to share some of its revenues with the states 
—particularly since most modem economic problems (such as unemploy- 
ment, good roads, etc.) are national in scope. 

In 1941, the Federal government made “grants-in-aid” to the states of some 
three-quarters of a billion dollars, or of as much as one-sixth of their total tax 
revenues. These grants were primarily for highways, public assistance, and 
education (vocational and agricultural training, etc.). Moreover, in the de- 
pressed years in the 1930’s, the Federal government made very large gifts 

‘ The city of Philadelphia collects a 1 per cent tax on all wages earned by people 
working there, whether or not they live somewhere outside the city limits and commute. 
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to the states and localities in the form of hospitals, schools, and other public 
uorks constructed under the WPA (Wferks Progress Administration) and 
PWA (Public Works Administration) 

To show how a typical grant-in aid works let us consider the Federal old- 
age program under the Social Security Act This consists of two parts a 
contributory old age pension plan run completely by the Federal go\ emment, 
in which employees in most industnes other than agriculture receive auto 
matically— regardless of their needs— certain old age benefits (pension, in 
surance, etc) toward which they and their employers have helped to pay 
This was discussed earlier in connection with the 3 per cent Federal payroll 
tax It has nothing to do w ith the states and will not be discussed further at this 
point 

However, there is a second part of the Soaal Security Act requiring the 
Federal government to make “matching grants in aid to the states to help 
them gn e assistance to the needy, aged, and handicapped Thus, if Next York 
State will vote $45 a month to its needy aged people, then the Federal govern- 
ment will pay two-thirds of the first $15 and match the rest dollar for dollar 
(up to a total pension of $45 a mondi), thereby making the cost to the state 
only $20 Such a matching grant is easy to administer because of its automatic 
character Also, it obxiously acts as an inducement to get the states to xote 
money for old age assistance, since eiery dollar they proxide does double 
duty 

On the other hand such a grant partially fails in its purpose of equalizing 
standards between rich and poor states Thus, the state of Mississippi which 
cannot, or thinks it cannot, afford to vote pensions of much more than $15 
per month, will receive only about $10 from the Federal government At the 
same time, wealthy Nexx York is receivmg $25 from the Federal government 
Once more we are up against a case of “to him who hath shall be gnen ” It 
remains to be seen whether some future Congress will pass a remedying law 
in which grants m aid to the states will be based upon, and x ary inx ersely xx ith, 
the level of per capita state incomes 

The atomic bomb has perhaps taught us tiiat ours is One World We have 
yet to learn the fiill significance of the fact that this is One Country 


SUMMARY 


This chapter has examined the important taxes relied upon by the Federal 
and local governments and has shoxvn how much these differ in progressive- 
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ness. In addition, the patterns of local and state expenditure have been sur- 
veyed, and the interrelation between different levels of government. 


QUESTIONS FOR DISCUSSION 


1 . Make a list of different kinds of taxes in order of their progressiveness. What 
is the importance of each at the (a) Federal, {b) state, and (c) local level? 

2. About how much would a childless married man pay in income tax at the present 
time if his total income was $2,000, $5,000, $20,000, or $1,000,000^ 

3. List different state and local expenditure categories in order of their quantitative 
importance. 

4. How do you think different government ftmcdons should be allocated among the 
three levels of government? How about revenues and grants-in-aid? 

5. What has been your own state’s postwar fiscal policy? Do you approve? Why? 



Chaper 9: labor 

ORGANIZATION AND PROBLEMS 


AT the end of World \%r H, 15 milbon wca-kers, or about half of all the 
eligible employees in private industry, were members of trade-umons or 
worked under collective bargaimng contracts Among manufacturing wage 
earners, the proporuons vere even greater, and in many lines such as auto- 
mobiles, men’s clothing, basic steel, coal mining, railways, and construcoon, 
the fraction ranged m ell over 80 or 90 per cent In fact, the only fields in m hich 
there were relatively few union members Mere agriculture, domestic service, 
retail and wholesale trade, and white-collar or professional occupations ^ 
Figure 1 shows the prodigious growth of union membersbp since 1900 the 
slow, steady advance up to World Wir I, the upsurge during that war and 
immediately thereafter, the rather sharp decline and leveling off during the 
1920' s, the explosive acquisition of new members during the New Deal years 
of recovery from the depths of the Great Depression, and finally the contmucd 
rapid growth since the beginning of World II 
The bulk of organized labor belongs to unions that are affiliated either with 
the AFL or the CIO, each having about 6 million members In addition there 
are a number of independent unions, the most important being the four great 
Railroad Brotherhoods (locomotive engineers, firemen, conductors, and 
trainmen) 


history of the amer can labor Movnacm 


The history of trade-unions in tbs country goes back a long way More 
than a century ago local and national umons of skilled craftsmen were formed. 


‘ Tor a fuller account of organized labor, the reader may be referred to Florence Peter 
son Wican Labor Unions Harper A Brothers New York, 1945, upon which con 
sidenble reliance has been placed in writing this chapter 
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m many ways — such as in their apprenticesiiip regulations— these craft unions 
were the vestigial outgrow th of the medieval gmlds In the half century after 
the Cml "Whr, frequent attempts were made to orgamze American labor into 
one great union, but after 1886, the most successful attempt of this hin d, the 
Knights of Labor, passed its peak of membership and became extinct 
During this same decade of the 1880’s, the AFL was successfully launched 
The philosophy of this organization, under the leadership of its long time 
president, Samuel Gompers, was die antithesis of a revolutionary political 

MEMBERSHIP IN 



FIG 1 Source Florence Peterson Avimcan Labor Untons Harper and Brothers 
New York 1945 

mot ement It did not sponsor a new pohucal party, but confined its political 
actiMty to endorsing those candidates of either party who favored labor and 
humamtarian legislauon It was not one big umon, but was simply a loose 
federation whose constituent autonomous parts consisted of the national (or if 
w e mclude Canada, international) craft umons Its goals w ere improved wages 
and conditions of w ork immediately rather than long-run reform, its outlook 
was evolutionary, and its motto was “More, more, and more— now ” 

CRAFT VERSUS INDUSTRUL UNIONS 

The CIO was formed in 1935 when John L Lew is of the UMW (United 
Mine Workers), the late Sidney Hillman of the Amalgamated Clothing Work 
ers Umon, and a number of other leaders became dissatisfied with the craft 
umon setup of the AFL that constantly gate rise to bitter jurisdictional dis 
putes and made umomzation of the mass production industries difficult or 
impossible Later after a w hirlw md campaign, the CIO succeeded in organizing 
on an industrial rather than craft basis such basic industries as steel (United 
Steel Workers), automobiles (United Auto, Aircraft, A Equipment Markers), 
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electrical and radio (United Electricil, Radio, &. Machine Workers of 
America), textiles (Textile Markers Union of America), and many others 
The various advantages and disadtantagcs of industrial versus craft unions 
are each numerous Modem technology has been gradually displacing the old 
craft skills Cigars are now largely rolled by machine without the aid of highly 
skilled craftsmen, glass blow mg has been largely replaced by machine tech- 
nology In a modem automobile plant, each person is performing a different 
function, and it would be difficult to get very far if tivo men working side by 
side had to belong to different unions All this argues in favor of industrial 
unions, including all the w'orkers in a given plant or industry regardless of their 
special skills 

Craft unionization, on the other hand, is most successful where there is a 
small group w hose members, because of their strategic importance, arc in a 
position to bargain for very high wages Although there are some industrial 
unions in the AEL, it is still fair to say that, as compared to the CIO, the 
former consists largely of craft rather than industrial unions ‘ 


STRUCTURC or THE LABOR MOVTMENT 

Despite Its industrial union character, the CIO is organized along the same 
general lines as the AEL Both arc simply loose federations of autonomous 
national unions, with officers elected by the national unions and with strictly 
limited powers of authority over these national units How'cver, the CIO 
executive board in fact has more power and authority than the AFL central 
organization 

The national unions, whether orpnizcd largely on industrial lines as in the 
CIO, or largely on craft lines as m the AFL, have as their constituent parts the 
local unions These locals, through business agents or shop stewards, help to 
bargain collectively with management, along with representatives of the 
national union Figure 2 shows the organization charts of die AFL and the 
CIO, both being very nearly the same in form 

In addition to the national and local units, there are city and state federations 
or industrial councils, whose ffinctions arc simply those of cooperation in the 
produttion of radio programs, parades, and election or strike solidarity Also 
as will be seen from the chart, both the AFL and the CIO have a few local 
unions directly attached to them rather than to any national union Usually 
these locals arc in new fields just in process of being organized or in fields that 
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fell between the Jurisdiction and territories of the constituent national unions. 
During the war, the CIO began to take an active role in political campai gning 
through its PAG (Political Action Committee). 

CASE STUDY OF AN AFL CARPENTER 

Let US seek to understand the nature of the modem American labor move- 
ment through an examination of the case histories of some important, typical 
participants. 


STRUaURE OF AMERICAN UNIONS 



FIG. 2. Source: Florence Peterson, American Labor Unions, Harper & Brothers, New 
York, 1945. 


John Kennedy is a carpenter in a large American city. He is one of more 
than half a million members of the United Brotherhood of Carpenters and 
Joiners, aflBliated with the AFL. Being just over sixty years old, he remembers 
back a long way to the years before "Wbrld "Whr I, when he used to make only 
30 cents an hour as a nonunion man. He has been a union member for more than 
40 years, and now is being paid about $2 an hour for a 5j^-day week, with 
overtime pay for any work over 8 hours a day. However, he usually is laid off 
20 weeks a year .during the winter, and so his annual earnings are only about 


This hourly wage rate was set for him by a contract between the local 
carpenter’s union and the employer. Today, he says he would “starve or go on 
relief’ before working for less than this standard union rate, although back in 
1931 he became so desperate for work that he secretly “kicked back’’ part of 
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his pay to his boss, a small scale contractor who might otlierwise have had to 
go out of business 

It goes without saying that Kennedy would refuse to work on any job 
where there was a nonunion carpenter In fact his employer has signed a 
closed shop” contract obliging himself to hire only union men Kennedy 
favors a closed shop because he happens to dunk it sinful not to belong to a 
union, and because he doesn’t see why a nonunion w orker, who pa) s no dues 
should benefit from the pay increases won by the union He is hot under the 
collar o\er the Taft Hartley Labor Relations Act of 1947 which bans the 
closed shop He calls this series of amendments to the A^hgner National Labor 
Relations Act (1935) the “Slave Labor Act 
During the postwar housing boom, his emplo)er has been haiing great 
difficulty in getting as man) union men as he would like Because of the long 
depression slump in building, man) of the carpenters are elderly men like 
Kenned) Theoretically, an) one can join the union b) paying a $10 minimum 
initiation fee, but actuall) in Kenned) s local the fee is $100 Moreoier, he 
must sene long ) cars of apprenticeship The situation is eased a litde by the 
feet that the carpenter’s union local gnes temporary •work pemnts, but not lull 
union membership, to a number of returning war veterans Kennedy’s union 
dues are only about $2 a month, and part of diis goes for a pension in his old 
age 


Back in the early 1920’s, Kennedy’s union had a tough time w cathenng the 
concerted attack made on all unions by business groups, who had taken their 
cue from the successful smashing of organized labor by the United States Steel 
Corporation after the unsuccessful 1919 strike Kennedy’s son, w ho w ent out to 
Southern Cahfomia to w ork, was forced for a while in 1922 to sign a “yellow - 
dog” contract, in which in return for his job he sw ore aw ay his freedom to join 
a union Kennedy is rather profane on the subject "The) called it the ‘Ameri- 
can Plan ’ Well, that’s not my idea of Americanism'” 


Usually Kennedy votes for the Democratic party, but m 1924 he followed 
Ae AFL in voting for “Old Bob” Larollette’s Progressne third party In 
1928, he was back voting for A1 Smith Although he was strong for Franldin 
Koosevelt, Kennedy wasn’t so sure about Truman, and m 1946 he considered 
following the lead of the president of his international umon who is a strong 
Republican But Truman’s unsucccssfiil veto of the Taft-Hartley Act nut 
Kennedy back in the Democratic fold ^ 


Kennedy has no use for communists and he has nei er met one face to faco- 
taately for the commumst Although his fother came from Ireland m 1870, 
ennedyapprovedtheA^LsefFortstokeepwagcsupb^ stopping the flow of 
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cheap immigrant labor. He also thinks that tariffs to keep down the competition 
of low-paid foreign labor— and for that matter if it could be arranged, of low- 
paid Southern labor— are good. Although no “Ku Kluxer,” he approves of his 
union’s policy of letting Negroes jom only special locals, and of often not 
letting them work for white contractors. 

Kennedy’s local is run about as he thinks it should be; but he has heard more 
than rumors to the effect that liquor gangsters “muscled in” on the union of a 
near-by city back in 1929, and through violence have been extorting large 
sums of money from both union members and from employers. However, he is 
against any “antilabor racketeering” legislation; first because he is automati- 
cally against all antilabor legislation, and second because he thinks that the 
enemies of labor will use such laws to harm legitimate union activities. 

CASE STUDY OF A CIO INDUSTRIAL UNIONIST 

Shelby White works for a large auto company in Detroit. Although only 29, 
he has been pulling down top pay for 10 of the 12 years since he thumbed a 
ride north from the Tennessee mountain country where he was born. He 
belongs to the UAW (United Automobile, Aircraft, and Implement Workers 
of America, CIO). Unlike Kennedy’s AFL craft union this is an industnal 
union comprising as members all workers in the plant, including helpers, 
maintenance workers, janitors, craftsmen, truckers, etc., and involving 
many different skills and no skills at all. White’s UAW local was recognized 
as sole bargaining agent of the workers only after a titanic battle with the 
company, which refused to do so until ordered to under the 1935 National 
Labor Relations Act (the Wigner Act) by the Federal courts. 

White doesn’t have to read the report of a congressional committee to re- 
fresh his memory of how the company at first hired “finks” and “goons” — 
gunners and spies — from a strikebreaking agency, in order to beat up union 
organizers; or how men who joined the union were laid off on the pretext of 
inefficiency and then put on an employers’ “black list” as fer as getting a job 
elsewhere; or how a “company” or “stooge” union was encouraged by man- 
agement when it began to see the handwriting on the wall. Finally, after a 
number of illegal “sit-do^vn” and “slow-doW strikes, and after a dozen 
people on both sides were killed in violent picketing, the Federal government’s 
NLRB (National Labor Relations Board) held an election in the plant 
to see whether the union should be recognized as “sole bargaining” agent, and 
the UAW won with a comfortable majority. 

The company White works for is quite efficient and profitable, and he 
highly approves of his union leaders’ periodic attempts to capture some of these 
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earnings by hiking up their wage demands on the basis of the company's 
“ability to pay " White, like most of his coworkers, usually votes “yes” 
whenever there is a strike \ote In feet, there’s nothing he likes better than a 
nice, brief, successful strike It’s almost like a short ^ acaoon, and with some 
added excitement But w hen a stnke drags on for a long time, as it did in the 
spnng of 1946, so that his war savings begin to go fast. White begins to share 
his wife’s bitterness against the blankcty-blmk company, and the blankety 
hlanlf union leaders who should have known better 
Being a Southerner, White at first resented has ing Negroes in his union and 
working on the same jobs, but now he tikes this fact for granted There is a 
small, but i ocal and w ell-organized, percentage of his union members w ho seem 
to follow the communist pirty line I^Tiite hasn’t much use for them, but they 
occasionally outsmart him by shrew ed tactics it union meetings, and also by 
coming out strong for man) of the things that he, himself, is for He’d just as 
soon they weren’t in the union, but he still likes them better than “scabs” 
(people who work during a strike), “stool pigeons,” or “eager bciicrs” who 
speed up the tempo of output m order to get more piy, w ithout thinking w hat 
the effect ma) be on the number of jobs and on piece rates 

CASE STUDI or \ LABOR LAW1ER 

Sam Green is an old time labor liw)er who works primarily for umons in 
the clothing trades Before World I he went to night school, learning law^ 
and English at the same time, and he’s sail better at the former than the latter 
Toda) , he’s prett) prosperous and also prett) busy If you ask him, he’ll tell 
you that it’s a pleasanter business thin it used to be because now he’s not alw ays 
on the losing end If you get him staned, hc”ll tell ) ou w hat “Big” and “Little” 
Steel used to get aw ay w ith in the courts and w ith the help of the police and 
the militia, and how Tom Mooney was railroaded off to jiil 
If you pin him down on details, he’s less interesting but more informatne 
He’ll tell you how the Sherman Antitrust Aa (1890) w as used against unions, 
unal m 1914 Congress passed the Cla)ton Antitrust Act, dccliring that labor 
IS not a commodity,’ and attempting to rcmoi e trade-union organizations 
from liability on the charge of monqiolistic conspiracy and restraint of trade 
But the Clayton Act neicr did really acliic\e its purpose He’ll tell you how 
judges used to use “court injuncaons” to break up strikes and peaceful picket- 
ing, unni the 1932 Norris-LaGuardia Act limited the use of Tederal injunctions 
in labor disputes (and also prolubited the yellow -dog contract) Green will 
get red m the face recalling the famous Danbury Hatters case (1908) w here the 
Court held every member of the Hatter’s union responsible to the fiill extent 
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of his personal property for damage done to the company as a result of a 
nation-wide economic boycott. He remembers too the legislative and judi- 
cial battles over minimum wage and maximum hour legislation for women 
child-labor restriction, factory-safety conditions, and workmen’s accident 
compensation. 

But since the NRA (National Recovery Administration) days of Franklin 
Roosevelt’s first term, and particularly since the 1935 Wagner Act, the pendu- 
lum was swinging his way. Too much so say the lawyers who oppose him in 
court. But to Green, who admits that he is not impartial, the Wagner Act only 
corrected the inequities and inequality of bargaining power as between labor 
and management that existed prior to that date. 

In any case, the \Wgner Act e3q)licitly encouraged “collective barg aining ” 
between workers and management with respect to wages and conditions of 
work. Under its provisions an employer could be found guilty of an “unfair 
labor practice’’ if he refused to bargain collectively with employee representa- 
tives; discriminated against or mterfered with their rights to form and partici- 
pate in union activities; and gave financial or other support to a union of the 
employer’s choice. A clever la-wyer like Green could have an employer hauled 
up before the NLRB — set up by the Wagner Act— if he made coercive 
speeches to his men during the lunch hour, or sent them post cards telling them 
that the company would have to close down and they would all lose their jobs 
unless the union desisted from its mad, exorbitant wage demands. 

Green thinks that the Federal Fair Labor Standards Act of 1938, setting a 
m i ni mu m wage of 40 cents per hour (after 1945) and maximum standard hours 
of 40 per week for all producers of goods engaged in interstate commerce,^ is 
one of the best things that ever happened to low-paid nonunion labor, particu- 
larly in the South. In 1948, he strongly backed the campaign in Congress to 
raise the minimum, in graduated steps, to 65 cents per hour. 

Sam Green is not so glib when you press him on “unpeaceful picketing," 
or the “secondary boycott” in which labor not only boycotts the offending 
employer but also all other concerns who continue to do business with him. 
When you ask him whether a union should not be forced to make public 
financial reports and perhaps be accountable for breaches in its contract, he 
merely shrugs his shoulders and asserts his belief that such measures are pro- 
posed by those who want to kill unions. 

The Taft-Hartley Act has changed everything for Green. Until the hew 

‘ Green is also delighted that, after a 30-year struggle with the courts and legislators, 
an effective curb on child labor in certain occuparions was written into this law. 
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Situation IS clarified — ^which may take years — he is sure of only one thing he 
and other lawyers on both sides are going to be kept awfully busy 

the case of the philanthropic capitalist 
Daniel Peterson is a self made rich man His metal-products plant hires 
1 000 men and until 10 years ago he knew every man by his first name 
Peterson prides himself on his good employee relations, always paying higher 
than prevailing wages, git mg bs employees bonuses at Christmas, and during 
the 1920 s letting them buy shares of stock in the company Until the Great 
Depression, he had instituted a guaranteed wage and employment plan, by 
which every regular was sure of at least 48 weeks of work a year 
Back m the old days when the work force went out on a picmc, Peterson 
often went along, and provided a k^ of beer for the occasion He encouraged 
them to form a Worker’s Assoaation and Athletic Club, for paternalistic 
reasons and because management received many helpful suggestions from its 
members and learned of grievances that required correcting When the associa- 
uon turned into a company umon, he let them have the soft drink concession m 
the plant He opposed the attempts of outside orgamzers to form a CIO umon, 
primarily because he was convinced that it would not help the workers and 
that they really didn t w ant it Because of die principle of the thing, he fought 
the union even when it w as costing him (and his stoclcholders) money Except 
for the time when his small son died of scarlet fever, he never felt so bad as on 
the day when one of the tw o competing outside umons won the NLRB election 
and gained recogmtion as sole bargaimng agent 
He had to admit that things were more peaceful, at first, after the umon w as 
finally recogmzcd The bitter three-way fight between the AFL, CIO, and 
company umon had kept anybody from getting much work done, and m order 
to gam popularity the different umons had vied widi each other in the un- 
reasonableness of their demands The new written contract with the umon 
concerning wages, hours, and vacations was scrupulously adhered to by both 
sides, and the following year was renewed with little change, except for a 
5 per cent wage mcreasc right down the Ime 

^ But the next time the contract came up, the umon demanded and won a 
maintenance of union membership ’ clause and also the “automatic checkoff ” 
Under the former clause (w hich in 1946 covered about one third of all workers 
under collective agreements) a worker does not have to join the union, but 
once he becomes a member, he is limited m his freedom to qmt it for the dura- 
tion of the agreement Under the automatic check off, the company turns over 
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a member’s union dues direcdy out of his pay check. (Two-fifths of all workers 
under collective agreements in 1946 came under some sort of check-off 
arrangement.) 

Peterson also had to swallow the union’s rules concerning seniority, often 
having to lay off efficient and loyal younger men in favor of those who had 
been on the job longer. He later fought, but lost, the battle against a “union 
shop” clause, whereby he could hire whom he pleased, but after a certain 
period of time (usually 30 days) ffiey had to join the union. He was still fight- 
ing the union’s demand for a closed shop, whereby even new employees must 
be hired through the union or must at least be union members when hired, when 
his state legislature and a voters’ referendum made it illegal. However, being 
engaged in interstate commerce, he feared that the Supreme Court would 
declare him to be out of state jurisdiction. His worries on this score are over 
now that the Taft-Hartley Act explicitly gives state legislatures the go-ahead 
signal to superimpose their omj restrictions on union abuses on top of Federal 
controls. 

At times Peterson feels almost friendly toward the union. During the war, 
they stuck to their no-strike pledge, and Peterson was kept from acceding to 
their demands for pay increases only by the 'l^hr Labor Board’s refusal to 
permit more than the IS per cent increases in wages granted by the “Little 
Steel Formula” to compensate for wartime increases in the cost of living. 
Peterson did the next best thing, granting 2 weeks vacation with pay. He is 
also grateful to the union because it has raised wage rates in Southern industry, 
and reduced that region’s competitive differential. 

But just when he was feeling well disposed toward the union, after V-J 
day it asked for an “outrageous” 30 per cent increase in hourly pay so as to 
“preserve wartime take-home pay.” He refused, offering a 1 3 per cent increase. 
After a lengthy strike— which would have been even more costly to Peterson’s 
company were it not for its right to get a “carry-back tax rebate” from the 
government under the excess profits tax provision for losses — a “fact-finding” 
board recommended an 18J^ per cent rate increase. This was finally agreed 
upon. In the postwar period, Peterson often dreams of the good old days— gone 
forever. In his reveries there is more lament for the loss of his freedom to run 
the business his own way, than for his loss of profits. 

A congressman’s WEW of the TAFT-HARTLEY ACT OF 1947 

Roger M. Cabot is a Republican congressman from upstate New York. He is 
no reactionary, having broken with his part)' in 1935 to back the l^hgner 
National Labor Relations Act. But in 1947 he not only voted to amend the 
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V\4gner Act by the (Taft Hartley) Labor Management Relations Act of 
1947 more than that he voted to override President Truman s veto The 
reason for this turnabout is simple Cabot and many of his constituents back 
home feel that labor and its leaders are becoming too uppity He is sick and 
tired of haling eier> spring bring robins and a coal strike as well He is par 
ticularly incensed against iiork stoppages that tie up the whole country and 
create a national emergency 

The Taft Hartley Act im olves more than 20 pages of fine print It contains 
hundreds of prm isions that he doesn t pretend to understand But primarily he 
and other congressmen aimed at a tno-edged National Labor Relations Act 
that— unlike the Magner Act— will prescribe standards of conduct for unions 
as well as for employers It can accximplish tbs Cabot has to admit only by 
increasing the degree of goiernmenc control oier labor relations 

Some of the principal features of the Labor Management Act of 1947 are 
briefl) as follow s 

1 The closed shop IS bvmed Employers do not ha^ e to hire union men Even 
a union shop where the emplojce must join the union within 30 days is 
permitted onl) w here a majority of all eligible w orkers (not of all those voting) 
insist upon this State legislatures are gnen a free hand to impose stronger 
restrictions 

2 Strikes in essential industries may be banned by Federal injunctiai In this 
reiersal of earlier legislation the U S Attorney General can ask for an 80-day 
court injunction in situations that w ould imperil the national health or safety 
(The powers and duties of the NLRB to secure court injunctions against 
unfair labor practices arc also expanded ) 

3 Unfair labor practices on the part of unions are defined for the first time Unions 
can be sued among other things for \iolation of a no-strikc contract Unions 
are now to be held responsible for acts of their agents Their health and w elfarc 
funds arc to be subject to strict supenision TTieir exclusnc right to handle 
grievances is curtailed Their initiation fees cannot be unreasonable They arc 
forbidden to featherbed (te exact pay for seiaices not performed) They 
must bargain collective!) Their right to an automatic checkoff of union dues is 
limited Their right to discipline members for other activities than nonpayment 
of dues IS restricted Innumerable other restrictions on unions could also be 
listed Employers can also be taken to court o\er violations of collective 
bargaining contracts 

4 Unions are held strictly accountable They must file data gi\ ing names of 
officers their pay their manner of election etc Officers must sw car that they 
are not communists Financial data for the union must be reported 
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5. Political activity and finanad contributions of unions to Federal election tmd 
primary campaigns are forbidden. There is some question concerning the con- 
stitutionality of this and other limitations on free speech and free press of 
unions. The free-speech rights of the employer are reaffirmed and strengthened. 

6. Secondary boycotts and jurisdictional strikes are made illegal. 

7. Supervisors (‘foremen") are given no protection to bargain collectively; m 
employer may bargain voith them collectively only if he wishes to. 

8. A 60-day strikeless period is provided, requiring that much advance notice 
if a collective bargaining contract is not to be renewed. The penalty on workers 
who strike during this period is loss of their \^gner Act rights. Arbitration is 
not to be compulsory, but new mediation and conciliation machinery— re- 
moved from the Department of Labor— has been provided for. 

9. The NLRB is expanded in size from three to five members and given new 
responsibilities. It is also subject to new restrictions so that it becomes a quasi- 
judicial body. The General Counsel of the Board is given wide discretionary 
powers to prosecute cases. 

A Senator friend of Congressmen Cabot has differed with him sharply on the 
Act, claiming (1) that it is administratively unworkable, (2) that strong 
unions will be tempted to by-pass the NLRB completely, just as the Teamsters 
Union has often done, (3) that weak unions can be harassed by employers 
under the Act, and finally (4) that the penalties upon labor are much heavier 
than those on employers (who often can be told only to “cease and desist" 
while unions can be subject to weighty damages and legal involvements). 

Not for years will anyone know the full significance of the Taft-Hartley 
Act. Of its nine topics mentioned here, probably the most important will turn 
out to be (2) and (3) ; but only time will tell. To criticize the 1947 Act because 
it bears do\vn on labor unions is beside the point; that is its purpose. Historical 
perspective suggests skepticism toward the belief that the Act is utterly 
ruinous, unworkable, and the death knell of labor’s freedom. Probably it will 
occasion short-term industrial strife. But as wise old Adam Smith said, “There 
is a good deal of ruin in a nation.” 

AN EXPERT LOOKS AT THE LABOR PROBLEM 

To conclude our discussion of the labor movement, let us examine some of 
the more important issues as they appear to a careful nonpartisan student of 
labor relations. Gordon Bruce, aged 45, is a professor of labor economics in a 
large Middle Western state university. He has written a research monograph 
and several articles on labor economics. A number of his former students work 
for the U.S. Department of Labor and the NLRB. A few have become per- 
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sonnel manigers and counselors for hrgc pm ate concerns and one has become 
director of research for a large CIO union 
Bruce himself has served as a public member on scmnudicial panels set up 
by the "Wbr Labor Board to pass on -nartiTne wage disputes That he enjoj s 
the confidence of both labor and management is shou n by the fact that a 
number of industries hai e appointed him as arbitrator of disputes m hich both 
sides I oluntarily agree to bring before him and to abide by his decisions 
For all of his knowledge Bruce is a troubled and perplcvcd man Of a few 
things he is sure management is not a heartless octopus with a bottomless 
purse and labor leaders are not maleiolent spawn of the dciil who ha\c 
bewitched and enslaaed the American worker He knows that many of the 
excesses of the labor struggle w ill die out once unions no longer need to battle 
for their \ ery existence He points to peaceful practices and reasonable am 
Hides of the older unions to bear this out and to the relatii c peace that settled 
on the English and Sw edish labor scenes as soon as almost all the w orkers had 
become unionized and management had recognized this fact once and for all 
He IS fond of quonng two similar statements one by a successful business man 
Cyrus S Ching Mce president of the United States Rubber Company, and 
the other by Philip Murray, head of CIO and die Steel Workers Union 

Where wc arc dealing with organized labor we are going to get about the t>pe of 
leadership that we arc ourselves ^ 


Employers generally get the kind of labor rclaaons they ask for If the unions indulge 
in excesses then the cmplo> er as a rule has no one but himself to blame for it For 
instance if he engages the services of labor espionage agencies sucli as the Railwax 
Audit Pinkertons or others if he stocks up his plant w ith tear gas hand grenades 
submachine guns blackjacks rifles and other implements of w ar if he hires high 
priced Wall Street lawyers to harass the uraon before the Labor Board and in the 
TOurts if he distributes to his foremen ana union literature and lets it be known to 
them that any ham they can do to the umon would be forgixen b> him if he con 
tributes m anu labor orgamzauons such as the notorious Johnstoxvn Citizens Com 
‘^'1, I “ ^ “"sent to an election or to sign a 

Sminr ^ " settlements of grievances ,f he continues to dis 

ZZr" ™ -d n-no out of ten 

businessmen viewing it from afar will say Ah another excess * 

Bn.ce knoec ,c «kee «o to make , am,kc and keep .t gomj the 

,.’M L 0«,«a .ri P Mm.., Owed U», md Pml«„« 
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workers who make wage demands and the company officials who refuse them 
He knows that the number of man-days lost from work stoppages and the pro- 
duction costs of strikes are oftai exaggerated by the public press. He also 
knows that, although a strike itself may be costly to labor as well as to man- 
agement, the ever-present threat that labor can and will if necessary strike 
is one of labor’s most powerful weapons to push up money wages. 

However, he also knows that no human rights are absolute, and that the 
time may come when in certain key industries — such as power and light, milk 
transportation, and strategic governmental functions— it may be necessary to 
limit the right to strike. To the charge that this is equivalent to instituung 
“slavery and involuntary servitude” he has no glib answer, except that during 
war and emergency breakdowns of the whole economy due to strikes, it may 
be necessary for social survival to limit individual freedoms. 

Bruce is also worried over the possibility that labor may press its money- 
wage demands too high whenever diere is a high level of purchasing power and 
a tendency in the economy toward full employment, and that as a result we 
may never get near to full employment but pass into an inflationary spiral. 
On the other hand, Bruce expects and hopes that average money wages will 
rise steadily over the years and decades ahead, more or less in step with the 
steady growth of labor productivity and technical progress. He is a little con- 
cerned that workers who have excq)tional monopoly power over the labor 
market may tend to raise prices to the consumer unduly high, or to keep con- 
sumers from benefiting from ffilling prices in lines that have enjoyed an 
extraordinary amount of technological progress. One of his major concerns 
is with the inaease of labor featherbedding tactics^ designed to keep labor 
productivity low and so increase jobs and maintain money rates. He is, as yet, 
less concerned that wage demands will wipe out the profits of capital, espe- 
cially of the bigger corporations.® 

If he ever began to list his doubts and fears, Bruce could go on almost in- 
definitely. For example, he is concerned over the problem of keeping unions 
democratic, and he is beginning to wonder whether the trend of collective 
bargaining toward a wider and wider industrial and national scale will not 
intensify the danger from strikes and inevitably call forth strong, almost 

^ Examples of such tactics are as follows: Bricklayers will lay only so many bricks per 
day; painters refuse to use spray guns and sometimes limit the number of inches of the paint 
brush; Pctrillo’s Musicians’ Union requires stand-by orchestras to be hired whenever 
“canned” music is being played. Also, unions often fight technological innovations: new 
machinery, new methods, and new materials. 

‘ Chapter 22 discusses some of these economic problems in more detail. 
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lonlmrwn go%crnmcnc icuon A\hich Mill infringe on indi\ idinl freedom But 
that IS his job, to w orr) o\ cr ill imttcrs conneeted m ith hbor When called 
upon to summarize his attitude toward the labor problem, he is still reasonably 
optimistic It goes without saying that his Mew point is condemned alike by 
the typical consen atn c farmer and the small tow n editor, and by the left- 
wing agitator That too he has come to expect as part of his job 


SUMMARY 


In tins chapter we ha\c bricfl) sur\c>cd the history, organization, and 
functionine of organized labor More important still arc the attitudes of craft 
and industrial unionists, of gmemment officials, legislators, and judges, and of 
the public, for these attitudes will determine the future trends of labor relations 
in this countr) 

It IS no longer accuntc to regard organized labor as a weak underling 
Trade unions like other economic pressure groups, possess a xast amount of 
power One of the great political problems of our time is the harnessing of that 
power to the constructnc betterment of national productnitj and living 
standards 


QULSJIONS lOR DISCUSSION 

1 Do jou thml there would be cqualit) of bargaining power between tapitil ind 
labor w itliout trade unions? 

2 What legislative and judicial poliaes would the government have to follow in 
order to be neutral in its influence on the power of later and of management? 

3 Should the worker have the right to sign a ) ellow-dog contract if he vv ants to? 
0 refiise to work if he is an auto worl er on stnl c? if he ,s a railroad engineer^ if he 
IS a policeman? Where would )ou draw the line? 

4 List some of the pros and cons of craft versus industrial unions 

5 Make a list of featherbedding tactics practiced b> some unions 

6 ‘ Whether > ou w ork b> the piece or the day 

The shoacr the hours the higher the pa) 

Comment on this slogan mat cconomie law is involved? 
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7. Should professional people who work on salaries organize in unions? In what 
^vay does the American Medical Association — or the various bar or engineering asso- 
ciations — ^resemble and differ from trade-unions? 

8. What has been the development of government legislation relative to (a) the 
yellow-dog contract, (b) the injunction, (c) peaceful and boycott picketing, con- 
spiracy under the Sherman Antitrust Act, (e) financial responsibility of unions, (J) 
the rights of employers to refuse to bargain collectively and to hire whom they pl^cp 
(g) labor racketeering, (/i) minimum wages, maximum hours, and fair labor standards, 
(i) communist infiltration of unions, (j) union political activity, (k) conciliation, 
mediation, and arbitration’ 

9. Should a firm’s ability to pay be taken into account in collective bargsuning? 
Should labor’s productivity? If a union jacks up money wages, what may happen to 
unemployment? 

10. What is a typical union-management contract like? What is meant by union 
recognition, maintenance of union membership, the chcckofiF, a union shop, a closed 
shop, seniority? 



Chapter 10 : personal 

FINANCE AND SOCIAL SECURITY 


NOT everyone will come into first-hand contact with the workings of the 
gold standard or of Federal reserve banking policy, but everyone will en- 
counter, each day of his life, the problem of acquiring income, spending it 
upon consumption goods, and invesnng his savings so as to afford nmimum 
protecQon against the viassitudes of life 


BUDGETARY EXPENDITURE PATTERNS 


Although no two families spend their money in exactly the same way, sta- 
tistics show that there is a predictable rcgularit> — on the i\ erage — m the w ay 
people allocate their expenditures on such items as food and clothing Litcnll) 
thousands of budgetary investigations have been made of the ways in which 
people at different levels of income spend their monc> , and there is remarkable 
agreement as to the general, qualitative pattern of behavior * 

Poor families must, of course, spend their incomes largely on the necessities 
of hfe food, shelter, and m lesser degree, clothing As income increases, ex- 
penditure on many food items goes up People cat more and better There is a 
shift away from the cheap, bulky carbohydrates to the more expensiv e meats 
and proteins, and to milk, fruit, and vegetables This increase in food purchases, 
and not consumption by the armed forces or foreign nations, explains why 
meats and dairy products appeared to be scarce during the w ar and in the years 
thereafter The domestic per capita consumption of meat, in the “white” 
market, averaged much higher between 1941 and 1946 thin it had from 1935 to 
1939 But, of course, only in the latter penod were the poorer classes gettinE 
their share 


‘These bAavior patterns have sometimes been called laws —Engels Laws after 
the nineteMth^entury Prussian statimcnn (not to be confused with the Engels of Matx 
and Engels) who first enunciated them clearlv 
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However, there are limits to the extent of extra money that people will 
spend on food when their incomes rise. Consequently, the percentage impor- 
tance of food expenditure declines as income increases. (As a matter of fact, 
there are even a few cheap, but hlling, items such as potatoes or oleomargarine 
whose consumption decreases absolutely with income. These are called “in- 
ferior goods.”) 

EXPENDITURES FOR CONSUMPTION 



After one gets out of the very poorest income class, the proportion of income 
spent on shelter is pretty constant for a wide range and is expressed in the 
familiar rule of thumb: one week’s salary should cover one month’s expendi- 
ture on rent and household utilities. This will seem rather a quaint, outmoded 
rule to a veteran who is going to college on { 105 per month under the G.I. Bill, 
or to a person not lucky enough to have found an apartment with a low-ceiling 
rental. But for the vast majority of people, who have not had to move since the 
war, it was still true late in 1947 that rent controls had held rental costs down 
better than in almost any other field of expenditure. However, with no price 
controls on real estate, the other rule of thumb — ^that one should pay for a 
house no more than 2 years’ income— of course, began to seem somewhat 
comical and obsolete. 

Expenditure on clothing, recreation, medical care, and automobiles increases 
more than in proportion to income, until the very high incomes are reached. 
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Of course, luxury items, almost by definition, increase in greater proportion 
than income; and in many ways, as we shall see in a moment, saving is the 

greatest luxury of all, particularly at very high incomes. 

The above empirical generalizations are illustrated pictorially in Figs. 1 and 
2 Of course, prices have risen since the monumental study, “Consumers’ 
Income in the United States, 1935-36” was made by the combined cflForts of 


PROPORTIONATE DISTRIBUTION OP AVERAGE EXPENDITURES 
FOR CONSUMPTION AT DIFFERENT INCOME LEVELS 1935-1936 
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riG. 2. Source- National Resources Committee. 

many government agencies (the National Resources Committee, the Bureau of 
Labor Statistics, the Bureau of Home Economics, and the IWA). However, 
further careful sampling surveys were made in 1941 and in 1944; and, ex'cept 
for the higher prices and taxes and for unavailable consumers’ durable goods, 
they present a consistent corroborating picture. 

REGIONAL DIFFERENCES IN COST OF LIVING 

It should also be pointed out that prices and living conditions vary through- 
out the United States. House rents are cheaper in the country than in the city, 
and they used to be cheaper on the West Coast than in the East. The war has 
lessened the regional differentials in the cost of living, primarily by raising 
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prices in the previously cheaper places more than in the large Northern cities— 
as many Southerners and Middle Vlfestemers have learned to their sorrow. 

However, even before the ^s-ar people were prone to exaggerate the differ- 
ences in the cost of living between North and South and between different 
cities. According to a careful study by the Labor Department, the differences 
between -the cost of living in 33 lai^e dries during the spring of 1945 were 
relatively minor, with the most expensive dty, Seattle, only about 8 per cent 
above the average and the least expensive dty, Houston, about the same per 
cent below the average. While many Southern cities tended to have a low 
cost of living, such cities as Kansas City, Scranton, and Buffalo had just as low 
or lower prices. On the other hand, MAshington, which is fairly far south, was 
right up among the most expensive places along with Seattle, New York City, 
and San Francisco. 

It may be well to speak a word on how these cost-of-living measurements are 
made, because the statistical difficulties in constructing an index number of 
prices are considerable. First, a careful study must furnish accurate reports on 
actual price quotations. Then if all prices in Houston were exactly 88 per cent 
of all prices in Washington, we could assert with confidence that the cost of 
living in Houston was 88, as compared to M^shington as a base of 100. But 
some prices in Houston are only 65 per cent of the corresponding Washington 
price, and a few will be 150 per cent. The statistician, therefore, must take 
•weighted averages of the different price comparisons. The Bureau of Labor 
Statistics does this by carefully compiling a list of items necessary in each 
community for a given, equivalent standard of living, and by then reckoning the 
total cost of such a market basket of goods. 

Great care must be taken in doing this because for the South, where the 
climate is warmer, a special allowance must be made in estimating heating and 
building costs. Even more difficult, and almost insoluble, problems arise from 
the fact that there are differences in taste between South and North: pork 
'versus beef, and bourbon versus rye. However, as best he can, the statistician 
tries to measure the different costs of an equivalent standard of living. 

This is where the man in the street usually goes wrong. He says to his wife, 
“I think I’ll take that job teaching physics at Dixie Polytech. Of course, it only 
pays what we’re now getting, but $2,500 there is like $5,000 here.” It is true 
that people live on less in the South, but that is primarily because many of 
them live less well. 

However, to the extent that we are worried about the problem of “keeping 
up with the Joneses,” it is quite possible that a family in the South with $2,500 
a year will feel happier than a comparable family in the North; because in the 
South there will be relatively fewer families with income in excess of that 
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figure This probably helps to explain why farmers, small-tovra people, and 
Negroes are more thrifty at any given level of income than white city d\\ ellers 
A Negro m ith $4,000 a year income in Columbus, Ohio, will be as near the top 
of the income pyramid of his group as is a white person on Park Avenue in 
New York City with a $40,000 income, and both may save about the same 
percentage of their income 


FAMILY DIFFERENCES IN THE COST OF LIVING 

The same statistical budgetary data throw some light on the age-old ques- 
tion “Can two live as cheaply as one>” The answer is “no,” not even if one 
works in the home It costs a married couple about o times what it costs a 
single person to live, on the average This is still less, however, than it costs 
two to live singly 

Each child in the family inevitably adds to the cost of living Thus, if it 
costs 70 to live alone and 100 to live with a wife, it will cost about 130 with 
one child, 160 with two, and so forth for each additional child (Of course, as 
the number of children increase, some “economies of scale and spreading the 
overhead” set in, but these may begin to be balanced by the operation of the 
law of diminishing returns Or is it the other way around?) Studies of poor 
families with many children turn up a surprismg fact large families spend a 
smaller fraction of their income on housmg than do small famihes This is 
because they must spend so much for food, just to keqi alive 
Moreover, as with an automobile, it is not die initial outlay that counts but 
the upkeep Before the war, the Metropolitan Life Insurance Company esn- 
mated that it cost a family with an income of $2,500 a year about $10,000 to 
raise a child to the age of eighteen, or slighdy more than $500 per year A 
study of Army officers’ fcmilies showed the prewar cost of raising a child to 
be at least 75 per cent more than this figure It is not surprising, therefore 
that studies made some years ago of coUege professors’ families at the Uni- 
v^ity of California and at Yale Umversity ehcited the frequent response, 
ihe o^y.real way we can save money is by not having another child ” 
Canada,* England, France, Sweden, and other governments have begun to 
momt, *e amount ™y.„g ™,h number 
of dnkta m the toly Th. .s done both fct hnnnnnBtm teutons nnd to tty 
ITS"' It » tot hard to tee yhy the goyennn^ 

than ptmtemdnMy.mnti make these payments, for d-coipotanons 

to pay higher wage, to men wnh large hnuihet, they would .oo^b^n to 

Afet *e few* d«n dune I. . digb. mbem. „ 
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disaiminate in their hiring in favor of ancient bachelors and against the heads 
of large families. 

THE BACKWARD ART OF SPENDING MONEY 

In spending their money, people act with regularity but not always with 
rationality. For example, people with incomes of around $3,000 per year are 
known to spend less upon medical care than modem science and prudence 
would seem to suggest is necessary. Furthermore, what people consider to be 
absolute necessities consist to a large degree not of physiological necessities, 
but of conventional social desirabilities. Almost for a joke a Middle Mfestem 
economist once estimated how much it would cost to buy most cheaply a 
yearly diet with all the health ingredients (vitamins A, B, C, D, etc., iron, 
calcium, etc., etc.) recommended by the National Research Council. The 
cost per year (') was $39 in 1939 and $57 in 1944. But of course the diet con- 
sisted of nothing so expensive as bread or potatoes, but rather of wheat flour, 
cabbage, lima beans, kidneys, and not much else. Most people would rather 
starve than eat such an unpalatable and monotonous diet, just as dogs who have 
been conditioned to eat fish alone will almost starve before they will touch 
delicious beefsteaks. 

A corporation buying a great quantity of a commodity tests it carefully 
for quality and makes sure that it is bought from the cheapest source. Not so 
the average consumer, who is an amateur when it comes to spending money. 
He pays 25 cents for 6 aspirin tablets when he could buy 100 equally good 
aspirin (monoaceticacidester of salicylic acid) tablets for 19 cents. More money 
is spent on advertising the cigarettes he buys than is spent upon their tobacco 
content. The cost of the ingredients in a $2 lipstick is exactly the same as that 
in a 25 cent one, and time and time again disinterested laboratory testers have 
been unable to detect any differences between them at all. A can of Campbell’s 
soup sells for 9 cents in a chain grocery store and next door at a little “inde- 
pendent” for 12 cents. A large glass of Coca-Cola contains less than twice the 
amount of a small one. Until forbidden to by law, coffee companies would sell 
their “first-grade” coffees under a diflFerent label at lower prices; and a well- 
known brand-name tire used to be sold by Sears Roebuck under the All State 
name at a considerable reduction in price. 

The consumer’s health as well as his pocketbook is at stake.^ When Upton 

* The interested reader may be referred to the somewhat partisan views expressed in 
Stuart Chase and F. J. Schlmk, “Your Money’s Mforth," The Macmillan Company, New 
York, 1931, and A. Kallet and F. J. Schhnk, “One Hundred Million Guinea Pigs,” Vanguard 
Press, New York, 1932, 
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Sinclair published the novel, “The Jungle, ’ sho^\ mg v, hat conditions w ere like 
m the Chicago stockyards early in this century, many people stopped eating 
meat Against the heavy opposiaon of business interests, Congress passed 
pure food and drug acts, but an American is still free to poison himself with 
hair dyes and to go to an early grave as a result of taking patent medianes 


and being his own doctor The Federal Trade Commission prosecutes cor- 
porations indulging in extreme forms of misrepresentation in advertising, with 
the result that greater reliance is placed upon innuendo than upon direct state- 
ment (For example, the label on a &mous women’s compound now says, 
‘This preparation is recommended for those a ilments to vihich it is adapted ”) 
During Wirld Wit II, a move by OPA (Office of Price Administration) to 
require canned groceries to contain a grade label stating their quality scores in 
letters as large as their brand names was hailed as the opening wedge in a 
campaign to undermine capitalism 

As far as national health and the number of people who die from consuming 
nationally adverosed products are concerned, undoubtedly there is a slow 
but steady improvement going on Even a patent medicine corporation would 
rather make money from selling vitamins than selhng arsenic But as far as the 


magnitude of money and social resources spent upon wasteful advertising is 
concerned, any trend toward improvement is hazy, to say the least 
This IS not to deny that advertising expenditure which brings information to 
the public and develops mass-production markets performs a desirable social 
function, or that as a by-product of advertising expense we have a free press 
and symphony orchestras on the radio But along with the good points of 
advertising, we have the squandermg of valuable brains on repetitious slogans 
and for each minute of symphony, we have half an hour of “soap opera ” The 
situaaon would be the more regrettable were it not for the apparent fact 
mrprising^ though it may seem, that many people seem to like advertising’ 
They don t believe all they hear, but they can’t help remembering it just the 


INCOME PATTERNS OF SAVING AND CONStJMPTION 

no! onr ""“T f Observation that rich men save more than poor men 

only in absolute amounts but also in percentage amounts The Ly poor 
^ble to save at all, but instead are dissaving eadi year. Te , Zy are 
spending more every year than they earn, the difference being coZid by 
g^ng into debt or using up previously accumulated savings In 1944 the 
typical urban family with two children had to have $2,050 per year on the 

average in order to be able just to break even Each dollfof.^^^^^^^^^ 
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rhis amount sent die family into dissaving and debt, and each dollar of income 
above this amount went pardally into saving. 

Table 1 gives data on savings taken from a study of urban families in 1944, 
made by the Department of Labor. Column (2) shows the average amount of 
family saving (+) or dissaving (-) at each level of disposable income shown 
in Col. (1). Consumption is just the other side of the saving picture and is 
shoivn in Col. (3). Thus at the $2,000 “break-even” income where net saving 
is zero, consumption given in Col. (3) just exactly equals income. At the 

TABLE 1. Propensity of Urban Ftmilies to Save and Consume, 1944 


Disposable income, 
after taxes 

0) 

Net saving (+) 
or dissaving (-) 
(2) 

Consumption 

(3) 

1 

$1,000 

— $180 

$1,180 

2,000 

0 

2,000 

3,000 

+ 300 

2,700 

4,000 

+ 600 

3,400 

5,000 

+ 1.000 

4,000 

6,000 

+ 1,500 

4,500 

7,000 

+ 2,000 

5,000 


Source: Department of Labor Survey, with data for all i&milies smoothed and 
rounded off. 

$1,000 income, the family spends $1,180 on consumption, the difference being 
financed out of dissaving or borrowing. Each extra $1,000 of family income 
is seen to be divided between extra consumption and extra saving. As we go 
from $1,000 to $2,000 of income, net (algebraic) saving increases by $180 
and consumption increases by die rest of the $1,000 or by $820. (This $820 
figure can also be derived and checked by taking the difference between the 
$1,180 spent by the poorest femilies on consumption and the $2,000 shown 
by Col. (3) to be spent by the next poorest families on consumption.) 

What happens to each new dollar of income as we go from $2,000 to $3,000 
femily income.? A comparison of the second and third rows in the table shows 
us that $700, or 70 cents of every new dollar, goes for extra consumption, 
and $300 or 30 cents of every new dollar goes for saving. As we should be 
inclined to expect frtmi our knowledge of human behavior, as people get still 
richer a larger fraction of every dollar begins to go for saving rather than 
consumption. The reader should verify that, in 1944, families appeared to pur 
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50 per cent of all mcome er $5,000 into sa\ mg and only 50 per cent into 
consumpnon Such a high degree of thnftincss can hardly be nornnl and must 
ha\e been due to the peculiar wartime conditions when goods were not a\ail 
able and when people were being urged to sa\c 
Later when we come to the discussion in Part Two of how saaing and in- 
aestment determined the lead of national income and employment, we shall 
see how cruciallj impornnt is the Propcnsit) to-saa c schedule relating saa ing 
and income and its taa in brother the Propcnsit) -to-consumc schedule relating 
consumpnon and income Particularly important too is the fraction of cacry 
ncaa dollar of income that the communit) dcaotes to ncaa saaing and neaa 
consumption — so important that ncaa technical names haa c been gia cn to these 
fractions The fraction of cacr) ntra dollar of income that goes to nfn 
consumption is called the "marginal propensity to consume,” or hIPC for 
short The fraction of ca cry dollar that docs not go for consumpnon but goes 
to c\tra saa ing is called the “marginal propensity to saac," MPS Tlac reader 
should acrif) from the nblc that for the aery poorest people the MPC was 
about 0 82 (82 cents out of cacry dollar) in 1944, and the MPS was 0 18 As 
people became richer, the MPC and MPS became, rcspcctia el) , about 0 70 
and 0 30, then at sdll higher income lea els the) w ere each about 0 60 and 0 40, 
and finall) for the w calthicst groups shown, about 0 SO and 0 SO (Surcesnos 
Fill m a fourth column m Table 1 showing how mucla consumpnon increases 
for each $1,000 increase in income ) Once again it is well to remember that 
the MPC was abnormall) low and the MPS cxccptionall) high because of 
peculiar wartime conditions As we shall sec later, it is cxtremel) fortunate 
that during the postaa ar period people can be expected to spend large amounts 
of their income upon consumption, oihcrxMsc the problem of avoiding a great 
depression would be xer) serious indeed 


GRAPHICAL DEPICTION OI Tlir PROPLNSIIX lO CONSUME AND lO SAM 

The data of Tabic lean be shown more MMdly in diagrammatic form Figure 

3 shows the Propcnsit) to^onsume schedule, with the total of consumption 
expenditure plotted against people s disposable incomes after taxes A smooth 
™ne has been drawn through the circles that represent the data of Col (3) 

plotted against Col (I) L^ccpt that there is no detailed breakdown of con 

umption into food, clothing, and other components, the cunc in Iig 3 is 

lly very similar to the top curse already shown in Fig 1 (Of course Fig 1 

hdp,„g |,„e „ 
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were always to spend 100 per cent of their income on consumption and to save 
nothing. At low levels of income, families spend more than their income and so 
the Propensity-to-consume curve begins above the 45° line. At the $2,000 
break-even income, it crosses the 45° line, and thereafter, because something 
of every extra dollar goes into saving, the line of consumption keeps falling 
below the 45° helping line. In fact, by measuring the vertical difference be- 


THE PROPENSITY TO CONSUME SCHEDULE 
C 



Disposable Income (dollars) 

riG. 3. This shows how consumption depends on family income. Sourci;- Tabic 1. 


tween the Propensity-to-consumc schedule and the 45° line, wc got a picture 
of the exact amount of saving being dmic; at first negative, but beyond the 
break-even point inacasingly positive. 

Figure 4 shows the data on saving plotted explicitly against immt to form 
the so-called Propensity-to-save curve. This is obviously the other side of the 
picture of the propensity to consume, since every dollar is divided between 
consumption and saving. 

Our new concepts— the marginal propensity to consume and the marginal 
propensity to save — can also be represented on tlicsc diagrams. The MPC is 
given by the vinnerkal slope' of the consumption curt'c. For example, as we 


‘ By the numerical slope of the line A'T, 
ratio of the length ZY to the length A'Z. ;f 


y wc always mean the numerical 



PERSONAL riNANCr AND SOCIAI SECUJU n 211 

go from the pome B to C, the slope of the cur^c >s less tlnn A.t of Ae 45» 
Lc Intliel.ttledottcdtn-.nglcinr.g 3 

go up onl) J700, indicating a numcncil slope or MPC of $700 S , , 

0 7 The Propensity toconsumc cun c IS alw a} s flitter than tic , 

^^hose numcncil slope is iKnjs cMCfJ) 1 0 This is beciusc the MPC is 

ahMjsIcssthinlO thcdiffcrcnces being MPS, the cun imount sued Tiic 

reider should \crif) tint the numcncil slope of the Propcnsit) -to-si\ c cunc 
IS cMCtlj the sime thing is the MPS b> dn^^ mg in i little dotted trnnglc be- 



lie 4 Tins shows how some friction of eserj c\tri dolhr of fimtl> income goes into 
sating Sooner Tibic 1 


tween B md C in I ig 4, ind \crif)ing tint die ntio of its iltitudc to bisc is 
$300 — $1,000 or 0 3 He should ilso be ibic to cilculitc the ipproumite 
MPC and MPS betw cen in) tw o other ineomc lc\ els on the charts 

TOE WARTIME ACCUMULATION 01 SWINC 

Let US forget about nblcs and curses for i minute md imestigitc how 
people go about spending more thin their income 1 In.) mi) of course spend 
out ofprcMOUsl) hoarded cash Or the) mi) draw Upon their balance at the 
bank, either from their checking or siiings accounts Or the) mi) cash in a 
government sa\ ing bond Or, if the) arc miong the relitii cl) few people w itli 
marketable stocks and bonds, the) mi) request their brol cr to sell enough of 
their securities to finance a trip to California, a new automobile, or wlnteicr 
ends of the family budget fail to meet 

As a result of the war, the American people has e accumulated more si\ ings 



2 12 PERSONAL FINANCE AND SOCIAL SECURITY 

than ever before in our history. Daring the half decade of war most people had 
abnormally high incomes but were able to spend only at a normal rate on non- 
durable consumer goods, and at a very depressed rate on durable goods such as 
autos and radios. The difference benveen income and expenditure piled up in 
the form of war bonds, savings accounts, insurance policies, the paying off of 
previous debts, and finally in the holding of paper money and checking deposits. 
American individuals and businesses came out of the war with about 250 
billion dollars (H trillion!) of liquid savings— about 100 billion dollars, or 40 
cents of every savings dollar, in government bonds; another 75 billion dollars, 
or 30 cents of every dollar, in the form of checking accounts; 25 billion 
dollars, or 10 cents of each dollar, in die form of paper currency; and finally 
about 50 billion dollars, or 20 cents of every dollar, in the form of savings 
accounts. 

This total of liquid wealth represents a threefold increase as eompared to the 
prewar, so that Americans on the average now have a nest egg equal to about 
20 months’ income. This sum came into existence because of only one factor— 
the great wardme increase in the Federal government’s public debt. These 
assets in the hands of the public are just die other side of the social balance 
sheet which shows the govemmait’s liability. If the public debt is a completely 
bad thing, then these family savings are a bad thing; if these family savings are 
a good thing, then the public debt cannot be as completely black as it is often 
painted. 

In reality there is no such thing as the average family. The total of liquid 
assets is far from being divided equally among all families. A large family with 
many people working long hours m the shipyards might have been able to 
accumulate much saving during the war. So, too, might a speculator and a 
war profiteer; or a lieutenant commander in the Navy, who before the war 
made $2,200 a year and whose wife took a job and went to live with her 
family. On the other hand, a war worker with a large family who had to move 
to a new tovra and overpay <m his automobile and house rent may have gone 
into debt during the war. Still other men and women may have squandered all 
they earned during the war— if not on silk shirts, then on night clubs and 
black-market nylons. 

Fortunately, it is not necessary to rely on guesses concerning the distribu- 
tion of war savings. At the request of the Federal Reserve Board, the Bureau 
of Agricultural Economics made a careful statistical survey of die distribution 
of savings. According to the “National Survey of Liquid Asset Holdings, 
Spending and Savings,” a quarter of all families (or spending units) had no 
liquid savings at all in 1946: no savii^s accounts, no checking accounts, no 
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go\crnment bonds Half the fanuhes hid less thin S400 of sa\ings On die 
other hand the 10 per cent of fimilies m ith the highest sn mgs a\ enged more 
than SIO 000 of liquid assets apiece and had 60 per cent of the total liquid 
assets Moreover the statistics turned up one surprising result Mithin any 
one income class it appears that a small proportion of 1 cry — m hat shall m e 
say’ — thrifty people tend to do most of the accumulating Tliesc people are 
leritable sponges uhen it comes to sating 
However it still remains true as a broad gencraliration that the American 
people will be better able to afford to make down payments on new houses and 
to buj new cars than eicr before in historj Besides as a result of the war 
many people who succeeded m sating nothing at least got out of installment 
debt for the first time and can now begin all 01 er again 


HOW PEOPLE BORROW MONEt 

Let us brief!) ctplore the channels open to people who must borrow Up 
until the last 15 years or so poor people as a rule fell into the hands of un 
licensed loan sharl s and the) still do in those states which hat e not passed a 
umform small loan aa These loan sharks charge interest at anjitihcrc from 
a low of 120 per cent per )ear to abotc 1 200 per cent per > car' Not 12 per 
cent 12 hundred per cent It is not uncommon to hear of cases where a man 
borrowed S20 in 1929 because of illness and then paid $2 25 c\cr> week until 
1938 or ? 1 053 in all and at a rare of 600 per cent interest per } car Hie curse 
ofthc poor IS their posert) TTiC) go into debt because of a lack of monc) and 

they cannot get out for the same reason Moreover the last thing that a loan 
^^k wants IS to haie h.s loan paid back He will occasional!) use aiolence 
^t more often he blackmails his Mctim bj threatening to tell his boss or wife 
The borrower never realizes that Icgallj he need only refuse to pa) and the 
loan shark will never dare bring the matter to court 
TTiereisonl) one w ay to remed) this despicable situation ParadoMcalh it 

^ntmaAimmn set b) the old time 

m the South and in the Ro^k/MountamZ^ 11 l 
sensible unifom small loan lislaoon-nnmanlvT T 
the loan sharks of legislative bribinTwad mad a'n7dL 
protect the public against paying more than 6 n r 



214 personal finance and social security 

problem and their reports of the true facts are as incredible as any melodra- 
matic novel.^ 

In the better reared states, a person can borrow from a licensed personal 
finance company such a small sum as $250 and hope to pay it off in 12 install- 
ments at a cost of about 36 per cent interest per year, with no other fees. 
He can borrow from a Morris Plan or Industrial Bank for about 15 per cent 
per onniim or less. If the company he works for has a credit union, he can 
probably borrow there at about 12 per cent per annum. If he is willbg to put 
up some article of jewelry, he can borrow about three-fourths of its auction 
sale value at a better pawn shop, paying about 36 per cent per year interest. 

If his local bank \vill make him a small personal loan, repayable in install- 
ments, he will probably pay around 10 per cent per year for it, unless he is 
known to be a ver)^ good risk. If he buys his automobile or furniture on install- 
ment credit from a reliable concern, he will probably pay something like 12 
per cent interest per year. If he borrows by putting a mortgage on his house, 
he will pay 4, 5, or 6 per cent per year. If he has a life-insurance policy with a 
paid-up value, he can borrow on it from the insurance company at 5 or 6 per 
cent per year or from many banks at 4 per cent or less. If he has listed securities 
or government bonds, he can make a collateral loan on them at 4 per cent or 
less. 

These charges vat)’ from region to region and from institution to mstitution, 
bring generally lowest in Northeastern large cities and being lotvest for large 
short-term loans. Thus, a wealthy man in New York City can borrow on his 
marietable government bonds at 1 per cent per year (per year not per mondi!) 
or less. 

All the above interest rates are expressed in terms of the average impaid 
balance. MTien a man is really paying 12 per cent per year on an installment 
loan, he probably thinks that he is only pajnng 6 per cent, or half as much. Let 
us see why. Suppose he is to pay S105 per month for 10 installments to pay 
off a S 1,000 loan, the extra S5 being the monthly interest charge. Is he then 
paying an interest charge of S5 on a principal of $ 1,000 or only of 1 per cent 
per month.' The answer is “no.” He is really paying about 1 per cent per 
month or 12 per cent per year on his true average unpaid balance. The average 
amount of his indebtedness during die period is not SljOOO but only one-half 
that much, $500, because he is paying off die debt through the year. Interest 
of $5 per month on $500 is about 1 per cent per month or 12 per cent per year. 

^ The interested reader may be referred to Nos. 5 and 39 of the 25-cent Public Affairs 
Pamphlet Series, Public Affairs G>mmittee, Inc., lor an authoritative account of the loan- 
shark and consumer-credit problems. Almost all die subjects mentioned in this diapter are 
discussed interestingly and authoritatively in dus valuable series of pamphlets. 
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Fe^^ people realize this and are often sttindled by unethical dealers Such a 
dealer ould rather sell a car on credit than for cash, because the finance corn- 
pan) gi\ es him a commission The dealer will quote a price for an automobile 
of $1,600, casuall) add on extra charges for bumpers, heater, and radio, and 
then slip in a “small finance charge” of $100, knouing that most people uill 
not recognize that this represents more than 20 per cent interest per year 
Moreover, some people uiU buy on installment credit, paying high rates of 
interest, at the same time that the) hat e money m the bank earmng only 1 per 
cent per ) ear, or u ar bonds earning only 3 or 4 per cent per year They do this 
either out of ignorance, or because they wish to make themsehes sate out of 
current income b) hat mg to make installment payments Good adt ice for most 
people ttho must borrott or buy on installments is first to try a local bank 


GOVERNMENT BONDS AS A FORM OF SAVING 

Let US turn nott to the more cheerful question of tt hat people should do tt ith 
their savings A fett idiots, timid souls, or aiminals ttiJl hold their money in 
the fotrn of small bills kept m their stockings or rolled up in the ttindott cur- 
tams More normal people \till put some into the savings bank or postal 
sai mgs (at the local post office) so as to earn 1 or 2 per cent per year Still 
others Mill put a large part of their sat mgs into Umted States savings bonds. 
Series E These earn about 3 per cent mterest per year and can be bought 
directly out of one’s pay check under the payroll saving plan, or at any bank 
They are issued in multiples of $25 and are registered in the name of one or 
tMO ctHiM-ners, or one owmer and a benefiaary As they are nontransfbrable, 
c,? ^ borrowed upon Each $25 face-value bond costs 

$18 75, and its face \alue is paid in fiill at the end of 10 years It is redeemable 
at an) bank upon proper identification Mithin 60 days after issue in accordance 
Mith the abridged scale of redemption talues giten in Table 2 These values 
are arrange so that the longer one holds the bonds the higher their yield, 
A^efore, if a person has to cash m part of his bonds prior to maturity, he 

should alu a) s cash in his fffiirrr ones first ^ 

Tr ^ “'fi»S=ne.Eb<»fc„cre.t 

■nstallmaits or coupons In additio^ there arc mJLw ^ m )early 

after penods of tune of 90 days 1 ^bich stature 

>nelds of from to 2^ per cL; ' ^ ‘‘"d more, and ivhieh bear mterest 
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wise person take advantage up to his limit of what is almost literally a gift from 
the government. If a government bond is not thought to be perfectly safe, 
then neither is paper money nor a bank account. 


TABLE 2. Abridged Table of Redeviption Values of Series E Bonds 


Issue price 


$25.00 

(Yield to maturity = 2.9 per cent per annum)* 


Value after 1 year. 


.. $21.00 

Value after 2 years 

19.12 Value after 7 years. 

. 22.00 

Value after 3 vears 

19.50 Value after 8 years.. 

. 23.00 

Value after 4 years 

20.00 Value after 9 years. . 

.. 24.00 

Value after S years 



♦ $21 is to $18.75 

as 4 is to 3. Any compound-interest table will tell 

us that 3 multiplied 


by (1.03)“ is about 4, showing that the savings bonds yield just under 3 per cent interest. 
IWESTING IN SECURITIES 

In Qiap. 6 on Business Organization, the difference between bonds and 
common and preferred stocks was discussed. In Chap. 25, dealing with specu- 
lation, the workings of the stock market will be taken up. We need only say 
at this point, therefore, that people with a great deal of savings will not put all 
their eggs in one basket, but aim at a diversified portfolio of securities such as 


the following $100,000 holdings of a New England widow; 

Seanity Holdings 

Government Bonds, Series E . . . . .... . . $10,000 

Government Bonds, Series G 10,000 

Government Bonds, 2,1^% marketable 5,000 

Neiv York Central (due in 2015) , . 5,000 

Total bonds $30,000 

U5. Gypsum 7% preferred. . . $10,000 

Marshall Field preferred . . 10,000 

Total preferred stock $20,000 

American Tel. & Tel. common. . .... $20,000 

Firestone Tire common. .. . 10,000 

General Motors common 10,000 

R. H. Macy & Co., common. 5,000 

Twentieth Centurj'^ Fox common . 5,000 

Total common stock.. . $50,000 


On such a portfolio of securities, she would be lucky these days to earn much 
over $3,000 per year in total dividends and interest. If the widow is smart, she 
will seek reliable investment guidance. 
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economics of home 0^^ NERSHIP 

Because of the depression and the uar there is and will long be a great 
shortage of housing relame to population needs and many people will wish 
to imest their saiings in home ownership More than a million dwellings per 
)ear will be built in the next decade Because construction is a backward 
industry technologically poorly orgamzed and inefficient and because the cost 
of labor and materials has risen substantially the postwar prices of new and 
old homes will be too high for most femilies probably a\eraging 50 to 100 
per cent higher than the average let el of the prewar 1930 s 

TABLE 3 Mojithly Cost to Oion a $10 000 House 


1 Initial cash payments 

10% down payment (90% n ortgagc) $1 000 

□osing fees commissions etc ^00 

Total cash payments SI 200 

2 Monthlj cost (oter 2> jears) for 

Interest (S%) S 23 

Amorozation (or pajing bad pnne pal o\er 25 years) 30 

Taxes (2^%) 21 

Hazard insurance (0 2 of 1 %) 2 

Maintenance ($200 per annum) 17 

Loss of interest on cash pa> ments (3 %) 3 

Total monthi) cost $ 96 

Source National Housing Agency B II 2 


Owning one s own home is not neccssaril) alwa}s a good imestment al 
though it IS usually an interesting hobb> Morcot er multiple dw cllings of tw o 
four or more units often work out cheaper on a cost basis tlian the more 
popular single dwelling Aside from the upkeep of a house the most important 
costs arc not the physical wearing out of the house but rather the detenonrion 
and obsolescence of the neighborhood From the personal \iew point there is 
also the problem that the family may sudden!) base to mo\e and sell at a loss 
or that family size and needs may change with time These risks w ould not be 
so great were it not for the e\er present risl of a depression in real estate 
\ alues as a result of business slump o\ crspcculation or overcxpansion of 
building 

None of the above considerations should stop anyone who reall) wants to 
from buying or building a house in the price class that he can afford But how 
much can he afford? The rule of twice one s annual income is a little on the 
conservative side these days at leasf it errs in the right direction It is con 
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sistent with the other rule that one ought not to spend more than 1 out of every 
5 weeks' income on housing costs exclusive of electricity, gas, water, tele- 
phone, and hearing, and not more dian 1 out of every 4 weeks’ income including 
these last elements. 

Suppose that a man is sure of maMng $100 a week or $5,200 a year. Why 
can he afford only a $10,000 house (bcluding cost of land)?^ Table 3 shows 
how much it •unU cost per month to carry riie $10,000 house; of course a $5,000 
or $15,000 house will be proporrionately lower or higher. 

It will be seen from these figures that a veteran earning only half of $100 a 
week is most unwise to buy a $12,000 house, even if he is desperate for a place 
to live. He would be better off to pay $200 a month rent and live on his sawings 
for a few years than to lose $2,000 or $3,000 on an unwise investment in 
property of inflated value. 

BUYING LIFE INSURANCE 

Aside from government bonds, bank accounts, and homes, the only savings 
of most people are in the form of life insurance. This comes in three main 
forms: groi/p insurance (provided, as the name implies, for a whole group of 
employees of large companies or institutions), so-called industrial life insurance, 
and finally so-called ordinary life insurance. 

The first kind is gaining in popularity and usually represents an advantageous 
form of insurance, especially when the employer pays for part of it. 

Just as the Holy Roman Empire was neither holy, nor Roman, nor an em- 
pire, so industrial insurance is not industrial and it is hardly insurance. It has 
nothing to do with industry but is used to refer to the few hundred-dollar 
policies sold primarily to the very poor, usually for burial money. Generally, 
no health examination is required, and the agent calls at the house every week 
to collect the nickel or dime of insurance premium. Naturally a large part of 
this premium must go to the agent and to defray bookkeeping costs, so that 
industrial insurance is a very inefficient form of insurance, especially when 
the great number of policy lapses by the poor are taken into consideration. The 
Temporary National Economic Committee of Congress severely criticized 
industrial insurance; the best that-can be said about it is that— except for social 
security— it is the only insurance that poor people ever do take out. "WTiether 
poor people, who can hardly make ends meet in this world, should be encouraged 
to pay undertakers large sums of money to mark their exit is not our business. 

• About 7 per cent of this $10,000 will usnaliy go for unimproved land, and another 
6 per cent for pipes and other improvements on the land. About 45 per cent will go for 
building materials (including delivery), and the remaining 42 per cent will go for labor and 
contractor’s profits. 
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Theonl) insurance, then that need to consider is ordinary life insurance 
This comes in n MTicty of different forms, the principal ones being (1) term 
insurance (2) straight life, (3) limited payment, and (4) endowment plan 
Term Iiisiirimcc Term insurance, which is not \er} popular in practice, is 
the easiest to understand Let us say that 100,000 men of age 35 cacli sign up 
for 51,000 of insurance for a term of 1 >car Mortality statistics show that a 
definite percentage of them will die within the year, say 1 per cent, or 1,000 
men The company w ill ha\ e to paj out to w idow s and beneficiaries, therefore, 
1 000 X $1,000 or 1 million dollars It must charge each thirty-fi\c >car old 
man therefore, slightlj more than $10 as his insurance premium Tlic next 
) ear it begins all o\ cr again, but of course as the men get older the cost of the 
insurance will graduallj rise Under term insurance, each year stands on its 
own legs, so to speak and there is no need for the compan> to accumulate 
large saaing rcsencs In fact, anyone who bu)S term insurance is doing no 
sating for the future at all On the other hand, while he is >oung and with a 
growing famil}, he is getting the maximum possible insurance protection in 
case of death 


Stratsht Life Inmmice Under straight life insunnee, all the men w ho join 
at the age of 35 agree to pa> a emtm >earl> premium until thc> die, a pre- 
mium that IS higher for people who join at 35 than for those joining at 34 or 
30 This constant premium is set so that at first thc> arc o\crpa>inir, on the 
at erage, for their insurance, i r , the companj w ill begin b> pa> mg out to the 
whole group of thirt> fit c > car-olds Jess than ir collects, the Mercnco being 
int ested at interest in a so-called “insurance resert c” w Inch consists of stocks 
bonds, and mortgages Late m life, tlie stead) constant premium is less than 
the true insurance cost for the group, the difference coming out of the prcti- 

ousl) accumulated rcscnc B) the time ctcryonc in the group is 100 and dead 

all the resert c w ill hat c been used up 

Figure 5 illustrates the difference bctttccn renewable term and srraight life 
insurance for a man who joins at 35 and lues to be 80 

afKT 20 or JO ycirs dio insotod person need not pay any mL premiinns 
Of contte, his oinstant prcmiuin during dnt time must be stil) grLter than 
mdet straight life and p ill be much gteater at the beginning than mdcr tcnii 
Ese. latgm msettes ate built up umlet this plau, so thant 

™™ge’.“^ of msutanoo 


‘ Servicemen i 
This can be and 
be converted inn 


in World War II were sold 8 year term life 
because of the faiorable rates and di«bilit> 

» cidicr ordinary 20 payment JO payment t 


insurance at faiorabic rates 
provisions should cvcnraally 
or endowment life insurance. 
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Endovoment Plm. Finally, an endowment plan poliqr provides a still 
larger element of saving than of insurance coverage. Under a 20-year endow- 
ment policy, the thirty-five-year-old man agrees to pay in a high constant 
premium for 20 years, after which time, at the age of 55, he will receive the 
whole face value of the policy even though he has not died. Thus endowment 
insurance is a combinatirai of saving and insurance. Provided that it is not 
allowed to lapse prior to the end of the 20-year period, endowment insurance 
is a good thing for anyone who wants to make himself save regularly. How- 


RENEWABLE TERM LIFE INSURANCE 



no. Sa. Insurance premiums always just 
cover each period’s “actuarial" costs, 
with no savings reserves piling up. 
Source: Public Affairs Pmphlet, No. 62. 


STRAIGHT LIFE 



FIG. $b. Constant premiums at first ex- 
ceed current actuarial costs, the difference 
being invested at compound interest in 
an actuarial reserve. Later, when the 
reverse is true, this reserve is used up. 
SouBCc; Public Affairs Pmnphift, No. 62. 


ever, under it, he will not receive any higher rate of return than he could get 
for himself by doing what the insurance company primarily does anyway, i,e., 
by investing his savings regularly in government bonds. 

For more details the student may be referred to the readable pamphlet 
“How to Buy Life Insurance’’* or to his local agent. He will find that in prac- 
tice each company's policy differs slightly in some provision from that of other 
companies, so that he will hardly know how to decide which is the best buy. 
The problem is complicated further by the fact that most “mutual” companies 
deliberately err on the side of overconservatism and overcharge their policy- 
holders; then at the end of the year they pay back part of the overcharge in 
so-called “dividends.” Still, according to the experts, policies of the various 
companies differ considerably in their true net cost, so that a little study of the 
problem and shopping around are -worth while. Furthermore, in states like 
Massachusetts or New York, there are definite cost advantages to buying 
Savings Bank Life Insurance at an accredited bank. However, because life 

* Public Affairs Pamphler 62, 
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insurance is mostly “sold to peq>le and not bought,” the majorit} of the 
people will continue to pay slightly more from conuneraal compames 

SOCIAL SECURm AND HEALTH 


In 1937, the S ocial Secunt)’- Act w ent mto effect to help protect the Ameri- 
can people against economic want resulting from old age or unemployment 
Despite dire w amings at the time, the system has w orked t ery w ell, and now 
both the Republican and the Democratic parties are pledged to its support 
The system works simply and consists of three parts (1) contributory 
old-age retirement and sunnors benefits insunnce, (2) unemployment 
compensation insurance, and (3) old-ige assistance and public welfare 
Under the first tw o plans, people, as a matter of right, automatically receit e 
benefit payments when retired through old age or when unemployed, without 
having to go through a “needs test” to re\eal whether they have any monc) 
of their own ‘ Social security taxes are letied against payrolls as described in 
Chap 8, so that each person may be thought of as partially paying for his ow n 
benefits Howeier, social insurance or soaal security differs from private 
insurance in that a person may receive in benefits more than he is actuarially 
or mathematically entitled to on the basis of his payments, the difference being 
made up out of got emment taxes A generation from now , w hen a larger frac- 
non of the population will be above die retirement age, the contribution of the 


government will have to be considerably increased Moreover, the system is 
placed on a pay-as-you-go basis, so that no actuarial resenes need pile up 
The piling up of such reserves in a growing economy tends, as we shall see 
later, to inaease saving and to aggravate the likelihood of deflation 
Under the unemployment compensation plans, set up by the states at the 
insDgation of the Federal government, payments are made into an unemploy- 
mmt resene fimd every week thata worker is employed If he should be laid 
oft, then by meeting certain requirements-such as being willing to accept 
any suitable ,ob offered him by the Public Employment Exchange Office Zi 


■Anyone who has worked long enough ,ob, cohered by social security will rcce.s 
upon retirement under the present law mywhere from $10 to $8S a monA Th 

(„ ^ S 

receives one half of his benefits a widow mop At Ik r (a oscr 65 

there are any dependent children each will receise’o^eTalf Th* 

ot widow will receive benefits even ifless than At AI i, ^ and the wife 

payments at time of death equal to 6 months benefitsTN 
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having worked a minimum number of weeks in the period preceding his 
unemployment— he automatically receives a weekly unemployment compensa- 
tion check whose magnitude depends upon his previous earnings and contribu- 
tions. There is no humiliating “needs” test, nor are benefit payments set so 
high as to encourage people to remain idle. During prosperity, the unemploy- 
ment reserve fund grows; during depression, when it is most needed, it is used 
to help support people and maintain general purchasing power. 

The old-age assistance and public welfare part of the Social Security Act 
consists of grants-in-aid by the Federal government to be used by the states to 
support the needy aged, blind, widowed and orphaned, physically and mentally 
handicapped, who themselves could not possibly contribute to their own 
support. 

GROVnra OF SOOAL SECURTTY 

Not only is the social security system here to stay, but it is growing and 
being extended. Huge punch-card machines in Baltimore have made the ad- 
ministrative aspects of the program insignificant. Society today believes in- 
creasingly in the philosophy that the worst personal and social misfortunes - 
result from contingencies over which the single individual has little control. 

( In 1932 people walked the street without work; in 1929 and 1946 the same 
people had prosperous jobs. The answer is not in them. 

^Leaving all humanitarianism aside, a social security program is simply a 
cheap and sensible way of prodding the individual care that would have to be 
provided or financed in some other w^ay. Private insurancjre is not a subtraction 
from national output and income: neither is social insurance . The statement is 
sometimes encountered that “a poor country like England cannot afford a 
Beveridge Plan calling for cradle to grave security against the chief vicissitudes 
of life — against the expenses of unemployment, old age, sickness, pregnancy, 
and large families.” Such a statement is just not good economics. These con- 
t ingencies have to be met in any case , and the question is whether they should 
be budgeted in a systematic, efficient, and sensible way, or be left to fall upon 
the individual or upon haphazard charity.) 

Already annuities for widows and dependent children have been added to 
the social security benefits. It is not at all unlikely that in the next generation 
payments for sickness and disability, and a comprehensive public health and 
hospital program, will have been introduced. In 1931, many medical associa- 
tions strongly disapproved and fought against the systems of private health and 
hospitalization insurance such as Blue Cross or Blue Shield. Today they are 
among the strongest supporters of these systans. Nobody advocates socialized 
medicine in this country, and nobody will admit, at least, that he wishes to 
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impair the personal relationship between paaent and physiaan But as every 
carefiil offiaal and unofficial survey of die American people has shown, 

A large portion of the population receives insufficient and inadequate medical care, 
chiefly because people are unable to pay the costs of sen ices on an individual basis when 
they are needed, or because the services are not available ‘ 


SUMMARY 


1 The patterns of fiimily expenditure on different consumption items, such 
as food, clothing, shelter, and savmg, are fairly regular and predictable after 
we make allowances for family size and regional differences in the cost of 
living 

2 The important Propensity-to-consume and Propensity-to-sa\ e schedules 
show how people spend on consumption more than their incomes at low in- 
comes, the difference representing algebraically negative saving or dissaving 
As income inaeases beyond the break-even point, some fraction of each new 
dollar of disposable income (after taxes) goes into consumption and the rest 
goes into saving The fractions of extra dollars going into consumption and 
savmg are called, respectively, the “marginal propensity to consume” (MFC) 
and the “marginal propensity to save” (MPS) They are depicted geometri- 
cally by the numerical slopes of the Prqjcnsity-to-consume and Propensity-to- 
save schedules 

3 There are various ways in which a family can borrow, each involving 
widely diffenng rates of interest Similarly, the ways in which a ftmily can 
invest Its savings include bank accounts, government bonds, owning one’s own 
home, marketable stocks and bonds, and the purchase of one of the different 
forms of life insurance 

4 There are important differences bettveen private and social insurance 
Our social security program now provides the majority of our citizens, for the 
first time, a measure of protection agamst old age, unemployment, and physical 
handicaps The pr^ram is an expandmg one, and proposals have been made to 
improve forther the present, inadequate provision for American medical and 


probu!' “‘I 104 provide further material on the 

Murray DingTe-W^Ml lolg TeLt "c^rw^ch TurdTrl^^^^ 77""' 

of social security and public health " “ “ greatly extend the icopc 
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QUESTIONS FOR DISCUSSION 


1. Make up a budget for yourself or your family. What if your income were cut 
by 30 per cent, or increased by that amount^ 

2. If everybody saved about one-third of all extra incomes, how much would 
national income have to rise in order to bring forth 1 billion dollars of extra saving? If 
the MPS were 0.2, what would your answer be? 

3. If the rich who have a MPS of 0.5 were taxed 10 billion dollars and this was 
given to the poor who have a MPS of only 0.1, how much would the total of saving 
be reduced? How much would the total of consumption be increased’ 

4. What are interest charges on loans in your community? 

5. Make certain assumptions about your own earnings and expenditure over the 
next 30 years. Draw up an investment program for yourself. 

6. What investments would you buy if yon thought that inflation was ahead’ what 
if you thought that the outlook was for deflation? 

7. Recently, life-insurance companies began to draw up their policies assuming 
only a 2}i per cent interest yield on their investments instead of 3 and 3 K per cent 
as previously. VITiat effect would this have on life-insurance premiums? Of the four 
kinds of ordinary life insurance described in the text, which would have the greatest 
and least increases in premium rates? 

8. “I want to buy an annuity which will do more than pjy me a given dollar 
income until I die. To hedge against inflation, I want one which will pay me a given 
real income every year. More than that, I know that technological progress will give 
everyone increased real incomes in die years ahead, so that two decades from now, 
anyone with my present real income will be surpassed by most of the population. 
\Vhat I really want is an annuity which guarantees that I will always remain at the 
same relative position in the income pyramid.” MTiy can no private insurance company 
sell such an annuity policy? Could die government’s social security program cover 
this man’s need’ Why would inflation, which might wipe out private insurance, leave 
social security protection undiminished? 

9. The Metropolitan Life Insurance Company collects more money from New 
York citizens than the state government. MTiat happens to this money? Is it a subtrac- 
tion from the national income? 

10. The statement “Only the very rich and the very poor receive adequate medical 
care,” is only half true. Which half? Does the fact that there arc three times as many 
doctors per capita in California as in South Carolina and five times as many dentists per 
capita in Oregon as in Mississippi prove that there are too many doctors and dentists 
on the West Coast? 



Chapter 11 : national income 


THE whole of our discussion of Part One leads up to md can be summarized 
by the important concepts of national income or net national product (Most 
simpl} these are nothing more nor less than the final sum total of all labor and 
property incomes earned in producing the naticmal output ) 

Only in the last decade or so ha\e we had any adequate statistical data on 
these important concepts only in the dozen most ad\ anced countries of the 
world are there }et readily a\ailablc >earl> data on changes in this all im 
portant magnitude Here in the United States we are fortunate in haaing na 
tional income estimates from the Department of Commerce (a branch of the 
Federal goaemment) from the National Bureau of Economic Research (a 
nonprofit scientific institute) and the National Industrial Conference Board 
(a business financed research organization) Their estimates are in aery good 
quantitative agreement so long as dicy claim to be using the same defininons 
so that we ma) have considerable confidence in national income stausucs * 
By means of statistics of national income we can chart tlie mo\emcnts of a 
country from depression to prosperity its steady long term rate of economic 
growth and development and finally its material standard of living in com 
parison with other naaons How then is nanonal income defined and measured^ 


TWO VIEWS MONEY INCOME OR MONEY OUTPUT 

There are ty rodififcrcnt w ays of looking at national incom e Being essenuall) 
two aspects of the same thing thej each w ill hav c to add up to the same thing 
Approaching the problem from the first direction we ma) sa) (l) that 
national income is the sum total of by owners of the various 

productive factors wages of workers plus net interest on capital loans and 

1919^1918“"$? Its Composron 

sJslo <? N«onal Bureau ofEconomc Research Inc New York 1941 
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NATIONAL INCOME 


securities, plus net rents and royalties, plus corporate profits, plus net income 
of unincorporated enterprises. 

Looked at from die other direction, we may say (2) that the incomes paid 
out to the various productive factors altogether go to make up the sum total 
of the costs or v et valve of all the eoodt produce d by the community. (The 
careful reader will note that the “profit” of corporations must be carefully 
included in the value of output if the two sides of the picture are to add up to 
exactly the same thing; “undistrib- 
uted profits” are to be included as 
well as profits paid out as dividends.) 

In the simplest case, we can im- 
agine a circular flow of dollars going 
from business to the public in return 
for productive sciences of labor and 
property; this is just matched by a 
flow of consumption dollars going 
from the public to business to pay 
for the purchase of real consumption 
goods and sendees. 

It doesn’t matter— so long as 
there is a perfect circular flow— 
whether we measure the flow of 
national income in die upper loop where it appears in the form of people’s 
earned incomes; or M’hcthcr \vc measure it in the lower loop as the e.\pcndi- 
ture value of consumption goods and sendees. Either answer will be the same. 
(When we come to introduce saving and investment, and the government 
into the picture, the diagram udll have to be made a little more complicated, 
but the nvo different ways of looking at national income will still be valid.) 

FIRST VIEW OF NATIONAL INCOME: COST AND EARNINGS OF FACTORS 
OF PRODUCTION 

To arrive at estimates of the total flow of income accruing to the public wc 
must carefully collect(data (from company and government reports, tax 
returns, etc.) on (1) wages, salaries, and supplements earned by all employees; 
(2) net income of unincorporated business, meaning by this the net returns to 
fanners, doctors, partners, single proprietors, etc.; (3) net interest, received 
from private bonds, mortgages, and other loans; (4) net rents of persons, 
including self-occupied homes; (5) net corporate earnings, whether (a) dis- 
tributed to the common and preferred stockholders as dividends, or {b) 


INCOME AS EARNINGS 
AND AS PRODUa 

Wages, Interest, etc. 



FIG. 1. Two views of national income. 
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plo^^ed back mto (the surplus oQ the corporation, as undistributed corporate 
profits or (c) payable to the government in corporate income taxes; Table 1 
shows these data for the first postwar year, 1946 


TABLE 1 NaUonal Income Earned Factor!, 1946 


Items 

Billions of 
dollars 

Percentage 

'\'\?iges and other compensation of emplo>ees 


$116 8 

65 

Income of unincorporated enterpnses (adjusted) 


34 9 

20 

Rental income of persons 


6 9 

4 

Corporate profits before tax (adjusted) 


16 4 

9 

Dwidcnds 

6 



Undistributed profits 

+6 9 



Corporate profits taxes 

-|-8 6 



Imentor) xaluanon adjustment 

-4 7 




$ 16 4 



Net interest 


3 2 

2 

National income 


$178 2 

100 


It is rather remarkable how nearly constant are the proportions of the 
\anous categories of income o\er long periods of time ben\een both good 
) ears and bad The size of the total social pic may w ax and w ane, but total 
w ages seem alw ays to add up to about tw o-thirds of the total 
The proportions of the remainder do not remain perfectly constant Interest 
and rent payments tend to be relatively fixed charges on business enterprises 
and do not at first decline so much m deep depression as the other items, w ith 
the result that corporate profits must show a greater relative decline In fact 
profits may become negaoie for many firms and industries, and m still other 
lines net corporate profits (or earnings) may fall below actual dnidend pay- 
ments Consequently m a deep depression year like 1932, undistributed cor- 
porate profits w ill become algebraically negatn e as businesses are paying out in 
dnidends more than they earn and as accounnng balance sheers reteal that 
surplus and assets are being gradually liquidated 
Of course, one and the same person may recene income from seteral of 
these sources simultaneous!) Probably tbs is true of almost an) college stu- 
dent s owTi family, m any case, as an exercise, the reader should attempt to 
estimate the amount and source of his own femil) s income If the members 
of the class are an aterage sample, it wiU be found that the higher the family 
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PRAT. VERSUS MONEY INCOME 

CWhile national income is expressed m money terms, its importance depends 
upon 'what each dollar \till buy If inflation raised all prices and m ages tenfold 
but left eteiything else unchanged national income w ould appear ten times as 
large but each new dollar w ould have onl} die same real stgmficance as the old 
dime If our money incomes all increase tenfold but w e have to pay ten times as 
much for all goods, who would be so foolish as to think anyone better ofP> 
To take an actual example, the drop of national income from 80 odd billion 
dollars in 1929 to 40 billion dollars in 1932 would seem to suggest that 
national income had been about halved But the average le\el of prices current 
in 1932 w as some 20 per cent low er dian in 1929 Part of the hah ing in income 
IS ficonous, representing merely paper changes m prices 
(To compute the change in real national mcome (expressed in prices of con 
stant purchasing power) as distinct from r/me) national income (expressed in 
changing current prices), we must “ deflate” the money figures by dividing 
th an through by an index of the cost of livin g (or price level) ^Thus, real 



Money 

national income 
billions 

0) 

Pncc index 

1929 as base 

(2> 

Peal national income 
m 1929 prices 
billions 

0) 

1929 

580 

100 

580 

^ X 100 = 580 

19J2 

540 

SO 

540 

~ X 100 = 530 


al income ,s found to be about 50 billion dollars in 1932 if expressed in 
^ « Wlion dote at 19)2 pnaes ooU boy as imch as SO 

As an ex^se, the student should recompute the aboie results, using 1932 
pnc s as a base and xerify that we get the same percentage changl fn real 
frlm l '"T" ^ ^ comparison One result diff J 

^ Of er on y y a scale propomonality fector reflecting the difference 

me nauoiwJ incomror ^ny «ha 

andm«Itip|y,ng^ iS by dividing Col (I) by Col (2) 
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Table 2 presents data on money and real national income for selected years 
The great and \i asteful loss of real income during the 1930 s because of de 
pression unemployment can easily be seen in Fig 2 to run to some 300 billion 
dollars — almost equal to the real economic cost of World Wir II 
Figure 3 show s how the w artime upsw 11^ in prices caused the money meas 
ore of national income to be amfiaally inflated relative to the increase in real 
income 



SECOND MEW Of NAIIONAL INCOML AS NLf NAIIONAL PRODUCT 
In deflating money income to get a measure of real income w e are beginning 
to approach the second way of lookup at national income mentioned earlier 
the net value of all goods and sertices produced Let us explore this further 
Tlic primary purpose of economic acnvity is the provision of consumption 
goods and senices A little thought will make it clear that the rendering of 
ZdmerTh production of tangible, national com 

rlT >nto national 

income or net national product and the service each renders ,s as important in 

f “ u ^ that material 

” >■“ “■'«) tat 
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to a common denominator. The first method would apply some sort of psy- 
chological or welfare }’ardstick based on satisfactions enjoyed by people as a 
result of consuming different goods. It would not be theoretically inconceivable 
that some one might dream up a definition of “psychological utility” or 
“psychic income" whereby oranges and apples could be combined. The result 
would be somewhat arbitrary and might depend a great deal on how we weight 
different individuals’ tastes; for example, a vegetarian and a cannibal might 
differ sharply in their estimate of people’s psychic income. 

For this and other reasons, economists prefer to use a second kmd of yard- 
stick or common denominator— namely, money value. Though we cannot add 
apples and oranges by themselves, once we know their relative prices, say, 
apples 4 cents apiece and oranges 5 cents, then we can speak of the value of 
2 apples and 3 oranges as being 23 cents. Market price provides us with the 
factor that makes it possible to measure output in a common dimension. 

To be sure, this is not a perfect soludon. TTie total of money value is only a 
rough index of social welfare. Some of die best things in life cannot be measured 
in money. The Department of Commerce cannot always get hold of accurate 
estimates of the value of such items as a fanner’s home-groiwi tomatoes, or of 
oiraer-occupied homes. But they do their best. Perfectly accurate market 
prices are hard even to define for such ambiguous services as a doaor’s ap- 
pointment. And finally, to cut the list short, we still have the problem of de- 
flating our resulting money total for fictitious, paper changes in the price level. 
(The reader should tiiink up further difficulties and pitfells.) 

FINAL GOODS VERSUS DOU BLE COUN TING OF INTERMEDIATE GOODS 

Even after we have brushed aside some of the ivorries of a perfectionist, we 
must still fece the problem of deciding what goods are to be included in net 
national product. There is always die danger of double counting. It would be 
wrong, for example, to count bread in the net national pi^ucc and also at the 
same time to count in the flour that went into that bread, or to triple count by 
also counting in the wheat. 

To avoid this pitfall, the words “wrr value of goods and services” were 
inserted into our definition. We must first be sure that each included item 
truly represents ^ final good or service. Thus, a 10-cent loaf of bread was made 
from wheat which sold for 2 cents, from flour worth 3 cents, and baked dough 
worth 5 cents; finally wrapped, it was sold to the ultimate customer for 10 
cents. Its contribution to the national product is not 2 + 3 -f 5 + 10 cents. 
That would involve considerable doable counting, because the flour, dough, 
etc., are not find products. Only the lO-cent bread is a final produa, not the 
20<ent total of all intermediate products. 
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represented bv 
uetton, we can 

It each stage of 
looking at net 
laid out at each 
action (wages, 
d at each stage 

ite Product 

Stage of production of a loaf of bread 

Sales 

mIuc, 

cents 

Cost of 
material, 

Value 

1 added. 

On the farm I 

At the mill and by transport ] 

At the bakery I 

By w holesaler and retail distributors ^ 

Total value of final product 

2 - 0 =« 2 

5 _ J 0* 2 

10 - J « J 

20 - 10 occ 10, sum of 

talue added 


The reader should verify that there is no double counting because in cal- 
culating the value added at each stage, w e first carcfiilly subtract all the costs of 
materials and intermediate products not produced m that stage but bought from 
other business firms (The numbers in the columns of Table 3 show that 
every intermediate product appears in two rows toith opposite signs and can be 
canceled out) 

The value added at each sage can be broken doum into i\ages, salaries, 
interest, and rents, and into all the odier components that we have already 
discussed m connection with the first u ay of looking at national income Again 
we see that the two methods are perfectly equivalent and self-checking * 
Usually there is no great difficulty in avoidii^ double counting by concen- 
traang on value added and omitting all die mtenncdiate goods that one business 
firm buys from another It is easy to see that coal used in a baker's oven is not 
Itself to be counted as part of national product if v/e have already counted in 
I A failure to understand the relation between final product, take added, and inter- 
mediate goods lies at the basis of the myatenons "Type A and Type B payments" invented 
by a rented Bnnsh engineer. Major Douglas, the founder of the Social Credit mo\ ement 
This polmcal party, which advocates the pnnting of new money, has followers m Canada, 
England, AustraUa, and Caliibmia, and it has actually come into power m one of the western 
Canadian prminccs 
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from business5X)bviously, a sales tax paid by a grocer is an expense, just like 
wages or interest, equally obviously, dus expense is not paid out to any factor 
of production, such as labor and capital 
These uio problems are not to be confused the government may be pro- 
viding much more or much less of intermediate services to a business than it is 
collecting in indirect taxes from that basmess 
The second of these problems — ^that of indirect taxes — ^is the easier to solve 
Suppose w e are interested in the net flow of output evaluated at actual market 
price or — in the case of a government service — evaluated at actual money cost 
Then we must agree to include mdirect business taxes in the total of net na- 
tional product (at market prices) After all, a loaf of bread that sells for 11 
cents — because of 10 cents of wages and profits and 1 cent of rgYes — ^is selling 
for 10 + 1 cents and not for 10 cents alone 
As ftr as NNP (Net National Product) is concerned, our answer is plain 
include all indirect business taxes This, the Department of Commerce does 
How ever, in order to keep the concept of national income more closclygeared 
to the amount of factor earnings, the Dqiartmenc of Commerce chooses to 
define national income so that it fells short of NNP by the exclusion of all 
indirect business taxes other than corporate profits taxes A case could be 
made out for excluding even corporate profits taxes, but since July 1947 the 
De^rtment of Commerce has decided to include them m national income 1 
Tht earlier question, introduced by the problem of intermediate versus 
final government product, is not so easy to solve In practice the national 
income scatistiaan throws up his hands and refbses to be the judge on this 

question Therefore he arbitrarily includes «// government purchases of goods 

^ 

» my *,s ,ect.oa a, felU, GovOTmm expenditare on 

gc^, and .emcc nnatnd a, pan of net nanonal prodnet al^ wA pn 
M goods and sennees Let n, not, ram to 
P-ioc^nmnent ot 

Tins differs fiom iwbonal income by exclodimj nndiMi^^’' T** ‘’*^**^*0™’ "““o* 
^ocdsecuntytavcontnbuuons and by corporate taxes and 

The tables and figure at the md of rl, t “ Psymcnts to individuals 

.nteresred reader ^ help to make all this clear to the 
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disinvestment, consider a fermer who Ix^ns in the spring with 10 bushels of 
seed com and then harvests 110 bushels of com in the fell Has he produced 
1 10 bushels wrt? No If he w ere to eat or dnnk 110 bushels of com, he would 
hai e consumed more than his trae net production The difference w ould be 
algebraicall} negatn e capital formation t e , disim estment and running down 
of capital (a reducuon in his inventory of seed) 

To summarize 


Cansimtpuon and net production are equal anl^ m a stationary economy, 
•where capital is just bemg replaced as fast as it ts used up—ojihere there is 
no growth or decay in the stock of capital 
When capital ts growing, national mcame constniied falls short of income 
produced, the difference being net capital formation, nid the opposite is 
true when capital ts declining 


Figure 4rt illustrates a growing economy The pic represents the total of net 
national product or income The lower left hand rectangle represents the- 
national stock of capital at the beginmng of the ) car, and the low er right-hand 
shape represents the amount of capi 

CAPITAL FORMATION AND INCOME 


STATIONARY PISINVESUNG 
ECONOMY ECONOMY ECONOM^ 

(3 0 ^ 

C=Coniumplon 
CT=CqplolFermolon 
IncomBSAlgebre c Sum el Coniumplon 
onj Cop lei Fermat on 
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tal at the end of the period Note 
that the amount of product not con 
sumed (saved) is equal to the mere 
ment in the stock of capital, or to 
the little triangle (In measuring the 
increase in real capital we must be 
careful to exclude purely fictitious 
'paper revaluations of existing 
assets such as the capital gains in a 
stock market or land boom ) 

Figure 46 illustrates the station 
ary case w here consumption equals 
production and capital is just main 
tamed intact Figure 4c represents 
the case of retrogression when con 
sumption exceeds net production 


In lal 
IIGS 4i7 46 4f 
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“gross national product” rather than net national product, the two concepts 
differing only by allowances for depreciation or capital consumption 
The actual breakdown of gross imestment is shown m labJe 4- 


TABLE 4 Gross and Net Imestment (In btlhorn of dollars) 

I 1929 1 1932 1 1946 

New conscniction 

$ 78 

6 4 

$ 17| 

$ 8 5 

12 4 

3 7 

Producers’ durable equipment 

1 8 j 


1 6 


Gross private domestic investment 

$ 15 8 

S 0 9 

$ 24 6 


0 8 

0 2 

4 8 

Gross pn\atB investment 

$ 16 6 

$ 1 1 

$ 29 4 

Allowances for depreciation or capital consump 
non 

-8 8 

-7 6 

-11 0 

Net private imestment 

S 78 

$ -6 5 

S 18 4 


INTERNATIONAL ASPECTS OF WCOME 

The distinction betueen domesuc and foreign investment bnngs us to the 
last problem of defining national mcomc Ho« do m callow for the fact that the 
United States is not self-sufficient but trades with the rest of the world’ 

In practice, we agree to measure the income or product accruing to all 
“permanent residents” of the Umted States This includes American citizens 
temporarily abroad, and also unnaturaUzed immigrants who live permanently 
in the United States It also includes dividends or interest going to our perma- 
nent residents because of capital that they own abroad It excludes dividends 
and profits paid to permanent residents of other countries because of their 
ownership of capital located in Amenca 
As we shall see in Chap 16 on International Finance, a balance of inter- 
national payments may be drawn up between the United States and the rest of 
the world For national income purposes, we cancel exports of goods against 
imports, cancel dividends and other incrane received from abroad against 
income paid to foreigners, until finally we end up w ith our “net foreign invest- 
ment” (w hich in any year might be native instead of positive) Net foreign 
investment is treated as one corapraicnt of net private investment, and hence 
ofNNP 

qUANTlTATIVE RECAPITULATION OF NATIONAL INCOME AND PRODUCT 
The whole problem of national income and product is summarized m the 
fundamental Table 5 On the left-hand side, the cost or ftetor-eammgs aspect 



. National Incmm and Product, 1946 (In billions of dollars) 
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NATIONAL PRODUa AND INCOME 1929-1947 



riG. 5: SouRcc: Department of Commerce, new series. 
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But this MNP can also be thought of as a flow of three kinds of output: 
consumption, government, and net investment expenditure, as shown on the 
right-hand side of the table. Both sides add up to the same thing, by definition. 


NATIONAL INCOME CONCEPTS 



1. From Tolot of All 
Busineis and Gov'tn'l 
ExpenM Itemi 


FIG. 7. This summarizes the relationships between gross national product, net national 
product, national income, personal income, and disposable income. (Source: Depart- 
ment of Commerce revised concepts, adapted from Richard Ruggles, '^Harvard Em A 
Syllabus.”) 


If we add depreciation of capital to both sides, we get gross national product 
(at market prices). GNP (gross national product) can also be split up into 
three kinds of output, but now we must use gross investment rather than net. 

In Tables 6 to 10 at the end of tfiis chapter, the history from 1929 to 1946 
of these and other important magnitudes is shown. Figures 5 and 6 show the 
same in pictorial form, while Fig. 7 shows the relationship between the five 
most important national income concepts. 
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SUMMARY 


1 National income may first be looked at from the standpoint of the costs of 
output payable as earnings to the factors of production It is thus equal to the 
sum -wages and supplements to employees + net income of unincorporated 
enterprise + net interest and rents + net corporate profits 

2 Or e may look at net national product as a flow of goods and sen ices 
evaluated and made comparable by the use of market prices Hence, NNP 
can be split into consumption expenditure on goods and sen ices + got cm- 
ment expenditure on goods and serxiccs + net private imcstmcnt (domestic 
and foreign) 

3 To eliminate fictitious changes in the price let cl, money income must be 
deflated by some index of changing pne^ niis gives a measure of real in 
come, measured in terms of dollars of constant purchasing pow or 

4 Pure transfer items and vvindfall capital gains must be excluded from 
national income Also, vv e must be careful not to double-count intermediate 
along with final product Instead, wc must concentrate on the value-added 
approach which cancels out at every stage all purchases of intermediate goods 
by one firm from another 

; Net pfoduct IS correctly reached only after w c hav c taken account of net 
capital fonnation or net investment Private and public consumption will fall 
short of net national product if resources arc being used to build up the com 
mumty’s stock of capital goods 


6 Gross national product, which includes gross rather dian net mv cstment, 
mvahes otc deltare double counting m compinson iiith net mnornl 

prodna J^ntnofthedifficult) ofninlninngcnpinlconsin^ 

non GNP is often used instead of— or along with— NNP 
! M indiTO business nines most be indodcd in NNP if goods ire to be 
Ins^ at tbcir nntkct prices and cost ro goi eminent But indireet bosiness 
ate not mdnded in nanonal iiKome, since tbis eoneept IS to teptesent 
W aminp (before personal and coiponte income mes) 

isrteM^r^" ‘‘’f ®“'™™^'"P“'‘'“''“’Soodsindseti,ecs 
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9. International trade introduces one new problem of definition. National 
income is defined as income accruing to all permanent residents of a country. 
To arrive at this, we cancel oflF in the international balance of payments all 
purchases and sales of goods and services until we arrive at a figure for net 
foreign investment (+ or — ). This is added algebraically into investment and 
into national income. 

There are many philosophical problems of defining national income. Once 
a definition has been agreed upon, the statistical estimates do not differ by a 
great deal, and the resulting data give a pretty good picture of changes over 
time. Therefore, the analysis of business cycles and unemployment, as dis- 
cussed in Part Two, is enormously aided by the improvements in the national 
income data of the past decades. 


QUESTIONS FOR DISCUSSION 

1. Make a list of items that are easy to classify as being included in or excluded 
from national income. Make a list of difficult items. 

2. Give some examples showing that money is not always a good measuring rod of 
well-being. 

3. The wartime increase in money incomes exceeded the increase in real incomes. 
How would you allow for this? Be specific. 

4. List the items on a business statement of profit and loss. VlTiich are part of value 
added? ofNNP? of GNP? 

5. Discuss the meaning of personal income and disposable income in Tables 8 and 9. 
How arc they related to NNP and national income? 

6. Discuss how people dispose of their personal incomes in Table 9. Are the results 
reasonable^ 

7. Discuss the changes in investment between 1929, 1932, and 1946. Are these 
changes important? Why’ 

8. Summarize some of the definitional problems raised by international trade. 

9. MTiat are some of the problems raised by capital formation? 



TABLr 6 National Incmne by Dtstnbuttve Shares, 192S>-1M7 (In mtlltans of dollars 
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TABLE 7 . Gross National Product or Expenditure, 1929-1947 (In millions of dollars) 
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t The cbssification of purchases of goods and services into war and nonwar conforms, in general, to the Daily Treasury Stat 







TAnLF. 9. Personal Incmue and Disposition of Inct»//e, 1929-1947 (hi viUlums of dollars) 
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TABLi 10 Labor Force, 1940-1947 (In thousands) 


Year or month 

Toni 

labor 

force 

(includ 

mg 

armed 

forces) 

Civilian labor force 

Total 

civilian 

labor 

force 

Emplo)mcnc 


Toni 

Nonagri 

cultural 

Agncul 

niral 

ploy 

IP'MmonthI) ncragc 

J6 030 

55,640 

47,520 

37,980 

9,540 

8,120 

1941 monthly aicragc 

57,380 

55,910 

50,350 

41,250 

9,100 

5,560 

I942monthlj a\cnge 

' 60,230 

56 410 

1 53,750 

44,500 

9,250 

2 660 

1943 monthl) aierage 

64,410 

55,540 

54,470 

45,390 

9,080 

1,070 

1944monthlj ascrage 

65,890 

54,630 

53,960 

45,010 

8,950 

670 

194? monthly average 

65,140 

53,860 

52,820 

44,240 

8,580 

I 040 

1946 monthi) average 

60 820 

57,520 

55 250 

46 930 

8 320 

2 270 

1946 June 

62 000 

58 930 

56 360 

46 350 

10,010 

2,570 

1947 June 

64 007 

62 609 

60055 

49,678 

10 377 

2 555 


Note Detail \wll not ncccssarilj ndd to totils because of rounding 
Source Dqjartment of Commerec 
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Chapter 12 : saving and 

INVESTMENT 


K. THE THEORY OF INCOAiE 
DETERMINATION 

In Part One the grounds ork \\ as laid for in understanding of die concept of 
naaonal income Now we can go bcjond the imtom> of the problem to sec 
w hat causes national income to rise to fill to be w hit it is it in> time and not 
something larger or smaller 

This chapter pro\ ides in in troduction to whit is called the “modem theory 
of mcome analys is The principal stress is upon the l evel of ml sirnidivc as 
det ermined by the mterpla’s of the lanes of saMin and mustium t 

Although much of this analysis is due to in English economist, John Ma> 
nard Keynes (liter made Lord Keynes Baron of Tilton, before his death in 
1946) , today its broad fundamentals arc increasingly accepted b) economists of 
all schools of thought, including, it is impomnt to notice, many writers who 
do not shire Keynes’ particular policy Mew points and who differ on tcclinicil 
details of analysis ‘ 

The mcome analysis here described is itself neutral it can be used is w ell to 
defend private enterprise as to limit it, as well to attack as to defend goicrn 
ment fiscal intcrtcntion When business organizations such as the Committee 

'‘•'O "0" >1 the field of mathematics 

and philosoph) and m the literary field In addition he found time to ran a hrac insurance 
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for Economic Development or the National City Bank use the terminology of 
saving and investment, it is absurd to think that this implies that tiiey are 
“Keynesian” in the sense of belonging to that narrow band of zealots associated 
with some of the policy programs that Keynes himself espoused during the 
great depression. 

THE CLEAVAGE BETWEEN SAVING AND INVESTMENT 

The most important single fact about savung and investment is that in ou r 
i ndustrial society they are largely done by different people and for diffprpn t 
reasons . 

This was not always so; even today, when a fanner devotes his time to dram- 
ing a field instead of to planting and harvesting a crop, he is saving and at the 
same time investing. He is saving because he is abstaining from present con- 
sumption in order to provide for larger consumption in the future, the amount 
of lus saving being measured by the difference between his net real income and 
his consumption. But he is also investing; i.e., he is undertaking net capital for- 
mation, improving the productive capadty of his land and equipment. 

Not only are saving and investment the same things for a primitive farmer, 
but his reasons for undertaking them are the same. He abstains from present 
consumption (saves) only because there is a possibility or need to drain the 
field (to invest) . If there were no investment opportunity, it would never occur 
to him to save; nor would there be any way for him to save should he be so 
foolish as to wish to. 

In our modern economy, net ca pital formation or investment is carried on by 
business enterprises, especially corporation s. Although to some extent firms 
themselves save, saving is also done by an entirely different group: by ind- 
viduals, by families, by households. An individual may wish to save for a great 
variety of reasons: because he wishes to provide for his old age or for a future 
expenditure (a vacation or an automobile). Or he may feel insecure and wish to 
guard against a rainy day. Or he may wish to leave an estate to his children or 
to his childrens’ children. Or he may be an eighty-year-old miser with no 
heirs who enjoys the act of accumulating for its own sake. Or he may already 
have signed himself up to a savings program because an insurance salesman 
bought him a drink. Or he may desire the power that greater wealth brings. 
Or thrift may simply be a habit, a conditioned reflex whose origin he himself 
does not know. And so forth. 

Whatever the individual’s motivation to save, it has practically nothmg to do 
with investment or investment opportunities. This truth is obscured by the feet 
that in everyday language “investment” does not always have the same mean- 
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mg as m econonuc discussions W have defined “net investment” or capital 
formation to be the net increase in the community’s real capital (equipment, 
buildings, inventories, etc ) But the man on the street speaks of “investing" 
when he buys a piece of land, an old security, or any title to property For 
economists these are clearly transfer items What one man is investing, some 
one else is disinvesting T here is net invest ment only when new r eal capital^ 
is created 

Now, even if there are no investment qiportnnities that seem profitable, 
an individual will often still wish to save He can always buy an existing 
security or asset If necessary, he can accumulate, or try to accumulate, cash 


THE \ARIAB1UTV OF INVESTMENT 

Thus, we are left w ith our proposition that sav ma and titvestmt are done b) 
di fferent indmduals and for largely mdependent reaso ns Net capital formation 
(with the exception ot housing, automobiles, and other “consumers’ durables”) 
takes place largely m business enterprise Its amount is highly variable from 
year to year and decade to decade This capricious, volatile behavior is under- 
standable when we realize that investment opportunities depend on nevo dis- 
coveries, new products, new territories and frontiers, new resources, new 
population, higher production and income Note the emphasis on new and on 
higher In vestment depends on the dynamic an d relatively unpredictable ele- 
m a«s of giwth m the system, on elements outside the economic s^vstem itself 
te chno^y, politics, optimisac and pessimistic exp ectations, povemmpnhil 
t ax and expenditure, legislatn e poliaes. e tc 

^ ^’^^“riabiliti of investment is the ne\t important fact to be emphasized 
see that a capitalistic free enterprise system such as our own can do 
many wonderful things It can mobihzc men, equipment and know-how to 
respond to any given demand for goods and services Over time ,t can imprm e 
upon Its own response 

But th^e IS one thing it cannot do It c annot guarant ee that there w ill be ,ust 
q«ly Ae required amount of investment to ensure full employment not too 

as total investm^t or purchasing power is concerned, ours is a system xvi Aout 
^ investmL leading to 
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sufficient new products and processes to keep the system on an even keel. 
From the 1850’s to the 1870’s railroads were built all over the world. In the 
next two decades nothing quite took their place. The automobile and public 
utilities produced a similar revolution in the 1920’s. In the 1930’s plastics ait 
conditioning, radio, television, etc., were of trifling importance as contributing 
to total net investment. 

Scientific progress was going on in, the 1930’s. Our wartime production 
shows that clearly. But some scientific discoveries can have a harmful effect 
on employment and purchasing power, both m the long run and in the short 
run, but especially in the latter. Again, there is no automatic principle of com- 
pensation which guarantees that technological change will produce a mffi- 
ciently fevorable effect on purchasing power, or even any favorable effect. 

This then is one of our most important economic lessons. As far as total 
investment is concerned, the system is in the lap of the gods. We may be lucky 
or unlucky, and the only thing we can say about luck is that it is going to 
change. 

But we are running ahead of our story. We have not yet seen why invest- 
ment is so important in deterrammg the general level of national income and 
employment. To understand this we must first investigate the relation between 
Consumption, Saving, and Income. 

THE community’s PROPENSITY TO CONStJME AND TO SAVE SCHEDULES 

Income is the single most important determinant of consumption and saving. 
Poor families must spend much of their income on the necessities of life — food, 
shelter, and, in lesser degree, clothing. By and large, rich men can, and do, save 
more than poor men, not only more absolutely, but a larger percentage of their 
income. 

In Chap. 10, we saw how people with different sized budgets spend their 
incomes on the various consumption items and on saving. In Table 1 and Figs. 
3 and 4 of that chapter, the budgetary patterns of saving and consumption 
against income were summarized in the Propensity-to-save schedule and the 
Propensity-to-consume schedule, curves which showed how consumption and 
saving each vary with income. We also were introduced to the concept of 
the marginal propensity to consume (MPQ, which was quite different firom 
the average propensity to consume, which simply represents the ratio of total 
consumption to total income. 

The MPC represents instead, the amount of extra expenditure on consump- 
tion out of each extra dollar of income. A femily that spends all of its $2,000 
income will have an average prq)ensity to consume of 1.0 and an average 
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propensity to sa\ c of 0 0 But if it spends only 67 cents out of every extra dollar 
upon consumption and sat cs the rest, then its MFC is % and its marginal 
propensity to sate (MPS) is H (Note dnt MFC + MPS = I ) 

So far our Consumption and Sating schedules hate referred only to the 
behat lor of a typical family as it receit cs more or less income Now tt c \t ant 
to add np all the different family patterns to get the Propcnsity-to-consumc 
schedule for the tthole community On die horizontal axis, ttc ttant to hate 
nauonal income, and on the terucal axis, tottl consumption 
To go from the family budget patterns to the community schedules, tt e must 
make some assumptions about ^ Astxtbuttm of mcaiiK If a national income of 
200 billion dollars tt ere exactly dit idcd equally among 40 million families, then 
the level of total consumption tt ould be higher than if a large proportion of the 
families fell far above and far below the aterage level of $5,000 per family 
^^Tiy IS this> Because git mg dollars to nch people tt ith low vmgtml propcnsi- 
n es to consume will result in more sating and less con sumonon than if the 
income is ditided more couallt 


Taking the distribution of income as gitcn, ttc can obsen e just how much 
consumption and sating there will be at mb let el of national income Figures 
lb and k show the community s Propensity to-consumc and Propcnsity-to- 
sate schedules If tt c agree to forget about gotemment taxes and expenditure 
at first, Figs la and lb are closely related to each other Note how the Con- 
sumption schedule crosses the 45“ helping line at exactly the same national 
income let el where the Sating schedule goes from minus to plus To tlic left 
of this "break eten point, total consumpnon exceeds total income, and net 
sating IS negatite, to the right of the break-cten point, income exceeds con- 
sumpnon by an amount of posititc sating 
In fact, the Saving schedule is nothing else but the result of subtracting the 
Consumpnon schedule in Fig lb from the 45“ line This is because sating 

I Vi ‘ the slope of 

Im), 4e i„g schedole is a rising one Bec™»: die Consumpoon schedule 
ta. . shghdp convex cunsrure, the Ssviiig sehedule musr hL u 3' 
^ve cmnire This is bccmsc my drop m the MPC (say from '< to J 
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, ohtilc im cstment depends upon “autonomous factors of d> namic grow th 
For simplicit), let us first suppose that im cstment opportunities arc such that 
net imestmcnt Mould be exactl> 10 bilhon dollars per >car regardless of the 
l„cl of national income Ih.s means that if mc Mere to drau a schedule of 
im cstment against national income, it m ould hai c to be a hormvtal line, alM ays 
being the same distance abo\ e the Iom er axis In F ig 2, this simplified Im est- 
ment schedule is labeled /-/ to distinguish it from die Saiing schedule 
The Sating and Im cstment schedules intersect at a let cl of national income 
equal to the distance OM 1 his mterscctm of the and hnestment scheduler 

IS the eqiitlibritmi tou ird 'u.htch tneome tLtll gmitate Under our assumed condi 
tions, no other lei cl of income can perpetuate itself 

HOW SAVING AND INVESTMENT 
DETERMINE INCOME 



lie 2 


If income M ere higher than the intersection point, then m\ estmtnt spending 
Mould be less than what people xiould xiant to saxe total spending on con 
sumpnon plus im estmtnt xiould then add up to less than the cost of national 
output, businessmen xiould lie unable to sell enough to justifi their current 
lex el of output, so the) iiould contract thtir production and laj xxorkers off 
Onl) b) the time national income had drqiped to the equilibrium lex cl xiould 
people haxc such small incomes as to be fimll) Milling to saxc cxactl) ulnt 
businessmen arc xx illing to inx cst Income xx ould not thereafter h ix c to fall an) 
further, no additional men xiould Inxc to join the ranks of the uncmplojed 
Similarly, it can be shoxxn that income Mill not pcrmancntl) remain bcloxx 
the equilibrium lex cl xx here the sax mg that people xx ant to do is marched b\ 
continuing profinble inx cstment opportunities For example, suppose income 
Mere temporarily so small that businesses xxcrc xx anting to inx cst more than 
people Mere Milling to saxc Tlicn tonl spending on consumption and inx cst- 
ment M ould be “tending ’ to exceed the amounts of national income being paid 
out to produce the national product Profits would be buo) mt, so that entre- 
preneurs XX ould be hiring more men and causing national income to rise— up to 
the equilibrium intersection point, at which sax mg and inx cstment would be 
just in balance, and income xx ould be hax ing a tcndcnc) neither to rise nor fall 
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INCOME DETERMINATION BY CONSIWIPTION AND INVESTMENT 

There is a second way of showii® how income is determined, other than by 
the intersection of the Saving and Investment schedules. Instead, if we wish, we 
may add the Investment schedule on top of the Consumption schedule. The 
resulting equilibrium level of inctane shown in Fig. 3 will be at the intersection 
of this new schedule (pushed upward everywhere by the 10 billion dollars of 
investment) with the 45° line. Why does this intersection determine the 
equilibrium level of national income? Because along a 45® line, the level of 
national income as recorded on the horizontal axis is exactly equal to the sum' 
of the vertical distances representing the amount of consumption plus invest- 
ment expenditure that people are willing to make. This shows diat busi- 
nesses are getting back just enough to justify their continuing that level of 
national product. 

HOW CONSUMPTIC^J AND INVESTMENT 
DETERMINE INCOME 



no. 3. This is an alternative to Fig. 2. Adding Invesnnent to Consumption gives same 
result as Saving and Investment Analysis. 

Needless to say, this must give us exactly the same income as will the inter- 
section of saving and investment. The reader should compare Figs. 2 and 3 and 
satisfy himself that it is not an accident for these two different kinds of inter- 
section to give exactly the same level of national income. 

These two methods of showing national income determination are really 
identical, each being a different aspect of the same thing. Some people like to 
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speak of income as determmed by consuropnon^s investment e\penditure 
others like to state income determination m terms of saving and mtest 


ARITHMEnCAL DEMONSTRATION Of INCOME DETERMINATION A THIRD RESTATE 


A thoughtful reader may still not be sansfied w ith his comprehension of wh 
die equilibrium level of income w ill hai c to be at the intersection of the Saving 
and Investment schedules 'What forces push income to that level and no other? 


TABLE 1 National Income Detenmnatm by Saving and Investment 
(In btllms of dollars) 


Possible 

National 

(1) 

sityw 

Con 

same 

(2) 

Propensity to 

0) - (1) - (2) 

Assumed 
level of 
mam 
tamable 
imesi 
meot 

(4> 

Paid out 
bvbusi 1 
nesses I 

(5) = (1)1 

Received back by 
businesses 

1(6) = (2) + (4) 

Resulting 
tendency of 
of mcomc 

(7) 

A $2J0 

5Z00 

, S 30 

sio 

S230 

> 

$210 

1 Contraction 

B 200 

180 

20 

10 

200 

> 

190 

i CkMitracnon 

C 170 

: 160 

10 

10 

170 

» 

170 

t Equilibrium 

D 140 

1 140 

1 0 

' 10 

140 

< 

ISO 

t Expansion 

E 110 

120 

1 ~10 

10 

no 

< 

130 

T Expansion 


An arithmetic example may help to clindi his grasp of this important matter 
In Table I an especially simple pattern of the propensit) to saie against 
national income has been recorded The break even lei el of income where the 
nation is too poor to do any net sating on balance is assumed to be 140 billion 
dollars Each change of national income of 30 billion dollars is assumed to lead to 
a 10 bilhon-dollar change in saving and a 20 bilhon-dollar change m consump 
non m other w otds the MFC is assumed to be constant and exactly equal to 
H For this reason the Saving Prqiensity sdiedule 5-^ mFig 4 takes on the 
especially simple form of a perfectly straight line 
What shall we assume about investment? For simplicity, let us suppose 
again that the only level of investment that can be maintained indefinitely is 
exactly 10 billion dollars as shown m Col (4) of Table 1 
Now Cols (5) and (6) are the cnraal ones Column (5) show show much 
money business firms are paying met m costs of production to wage earners 

interest rent and profit receivers This is nothing but national income of 
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Col, (1) copied once again into Col. (5), because our repeated- discussions of 
Chap. 11 showed that total cost payments represent one way of looking at 
income. 

Column (6), on the other hand, shows what business firms would be getting 
back in the form of consumption sales plus investment (or net increase in thdr 
assets as shown on their consolidated balance sheets) . 

DEMONSTRATION THAT INCOME 
MOVES TOWARD EQUILIBRIUM 



Source: Table 1. - 

When business firms as a whole arc paying out more than they get back, 
diey will then contract their operations and national income will tend to fall. 
When they are getting back more than they are paying out, they will increase 
their production, and national income will rise. Only when the level of sched- 
uled saving is exactly equal to scheduled investment will business firms con- 
tinue to be in aggregative equilibrium. Their sales will then be just enough to 
justify continuing their current level of aggregate output, so national income 
will neither expand nor contract. 

Tlus same story is shown in Fig. 4. National income can be read in either of 
two ways: on the horizontal axis, or (fi:om the nature of a 45° line) as the 
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equivalent vertical distance from that axis up to the helping 45° line The line 
si represents the Saiing schedule, the line 1-1 represents the scheduled level 
of investment that can be maintained o\er time Consumption can also be seen 
on the figure since income not consumed is saved, consumption is ahi ays the 
vertical distance between the Sa\ing schedule and the 45° line 
Anywhere to the right of the intersection of the Sa\ing and Investment 
schedules (which intersection takes place m this example at 170 bilhon-dollar 
nauonal income) the cammtpaid out by businesses (the distance up to the 45° 
line) exceeds the amount rcceued back bj business (the disnnce up to die 
Im estment schedule + the consumption distance betw cen the Sai ing schedule 
and the 45° line) Tlie size of these business losses is gnen by the distance 
from the Investment schedule up to the Saiing schedule Thus, in Fig 4, a 
full employment income le\el of 200 billion dollars cannot be maintained be- 
cause of the a crtical discrcpanc> betw cen the Sa\ mg and Im estment schedules 
the distance K up to / Therefore, the arrow on the income axis points tow ard 
contracting national income (Now go back and reread this paragraph at least 
once) 

The reader should go through a similar argument to show wh> income w ill 
tend to rise from any place to the left of the equilibrium intersection let cl 
Indicate on the diagram the relation betwe^ what business pays out and 
what It rcccnes back, and draw m the required arrow to show the resulting 
expansion of income 


IHE THCORX or INCOME DETERMINATION RELATED 

Figure S pulls uyether ,u , simplfed uay rhe nnin elements of ineeme 
d^nanm Without saiing and mtestment, there u onid be a cireular llmi 
of lueom. hetueeu busmes, and die pubbe business p,,s out (in Hie upper 

P wTd'Sc^of sit moms urum, 

interest and other eostsii liX^r ^ ^'"5 out ii ages, 

to be happy, business mil have to rcecurtaTl **“‘*’1 “ 

c «»ck m constimption sales onlj pvt 
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of the total income paid out to the public — only that part which involves the 
cost of current consumption goods. The saving of the public will do no hann 
to national income so long as it is not greater than what business can profitably 
invest. 

In Fig. S, investment is shown being pumped into the income stream at A. 
The handle of the pump is being moved by (1) technological invention, (2) 

HOW INVESTMENT DETERMINES INCOME 



FIG. 5. Technological change, population growth, and other dynamic factors keep the 
investment pump handle going. Income rises and fills with changes in investment, its 
equilibrium level, at any time, being realized only when intended saving at Z matches 
intended investment at 

population growth, and (3) other dynamic factors. When the investment pump 
is going at a rapid pace, national income is high and reaches its equilibrium rate 
when the saving at 2 just balances the investment at A. 

This demonstrates that the pessimistic monetary cranks who think that 
saving is always disastrous are plain wrong. But there is also a second school 
of monetary cranks: they go to the opposite extreme and insist that saving and 
investment can never cause income to be too high or too low. They make the 
fatal error of rigidly connecting up the pipe at‘Z with the pipe at A. Room- 
fuls of books have been written on this subject, but it is only in the last few 
decades that economists have learned how to separate out the truth and falsity 
of both extreme viewpoints. 
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B APPLICATIONS AND LIMITATIONS OF 
INCOME ANALYSIS 


THE ‘multiplier 

have no\^ completed the essentials the modern theory of income de 
termination Naturally, we must go on to discuss a number of important 
qualifications the efiFect of government finance on income analysis, and hou 
you would go about measunng saving and investment statistically But these 
are refinements and can wait 

(Let us first show how m mcrease m private investment mil cause tnctmie to 
expand, and a deaease m investment mil cause a to ccmtract This is not a very 
surprising result) After all, we have learned that net capital formation is one 
part of net national product, when one of the parts mcreases m value, we w ould 
naturally expect the whole to mcrease m value 
That IS only part of the story(Our theory of income determination gives us a 
much more striking result Modan mcome analysis shows that an increase in 
ne nmestment will inaease national mccane bv a mnlriplip/l amrYmn-^ hir an 
amount greater than itself Investment dollars are high powered, double duty ' 
dollars, so to speak 

(This amplified effect of investment on income is called the “multiplier ’ 
doctrine, the word “muluplier itsdfnMs^Icathemanericalcoiffictmtshomng 
how great an increase m mcome remits from each mcrease m mvestmait^Sosat 
examples will make this terminology dear If an inaease of mvestment of 
5 billion dollars causes an inaease of mcome of 15 billion dollars, then the 
multiplier IS 3 If the inaease in mcome wae 20 bilhon dollars, then the multi 
pha w ould be 4 m mulbpha is the numba by which the change in imest 
ment must be amplified (or mulophed) m order to get the resulnng change 
in income “ ° 

No proof ta, 5^ ^ „ ,1,^ ___ 

1 orinarp can heg,„ » ,vhy 

laro mco, ploycj lenmcea to bn, Id a tl, 000 garage, drere will be a Lndary 
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If their MFC is also they will create % of ^ of $1,000 of further spending 
(or % of $666.67 = $444.44), and so forth. 

Thus a whole chain of secondary consumption responding is set up by my 
primary $1,000 of investment spending. But it is a dwindling chain, and it all 
adds up to a finite amount. Either by grade-school arithmetic or high-school 
geometric progression, we get 



$2,999.9999 


. or 
$3,000 


/I X $1,000 

I ^ 

IjX $1,000 

I + 

1 ( 0 * ^ 

( + 

X $i.oc 

I + 

x$i,oc 




X $1,000 or 3 X $1,000 


This shows that, with an MFC of the multiplier must be 3, consisting of 
the 1 of primary investment plus 2 extra of secondary consumption respending. 

The same arithmetic would give a multiplier of 4 if the MFC were 
(Hint: What does 1 + K + (^i)- + (^® + ' ’ -Anally add up to?) If 

the MFC were the multiplier would be 2. If the MPS were the MFC 
would be and the multiplier would be 4. If the MPS were the multiplier 

would be 3. 

By this time the reader will guess that the multiplier is always the upside- 
< down or “reciprocal” of the marginal propensity to save. Our general multi- 
plier formula is always 

Change in income = X change in investment 

’ ~ 1 _ Tvrp r ^ change in investment 

In other words, the greater the extra consumption spending, the greater the 
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muluplier The greater the “leakage" into extra saving at each round of spend- 
ing, the smaller the final multiplier 

Up to this pomt, we have discussed the multiplier m terms of common sense 
and anthmenc Will our saving investment analysis of income give us the same 
result’ The answer must of course be “yes If a new senes of mventions 
comes along and gnes rise to an extra 10 billion dollars of continuing invest 
ment opportunities, over and above our previous 10 billion dollars then the 
increase in naaonal income should raise naaonal income from 170 to 200 
billion dollars 


MULTIPLIER EFFEaS OF INVESTMENT ON INCOME 



riG 6 Investment has a pnmar) expansionary effect on income in addition because 
of consumpnon responding it has a secondary effect as well 


In Fig 6 our old Investment schedule, 77, IS shifted upward by 10 billion 
dollars to the new level 7' I' The new intersection point is £' Lo and behold, 
the increase in income is by exactly three times as much as the increase in 
investment This is because a MPS of only M means a relatively flat 5 S 
Saving schedule As the dotted arrow s show , the horizontal income distance 
is always three times as great as the “pnmary verncal sax mg im cstment dis 
tance, the discrepi icy being equal to the secraidary “consumption rcspending * 
In short, income must rise enough to bring out a volume of voluntary 
saving equal to the new im estment With a MPS of K, mcome has to rise by 
30 billion dollars to bring out 10 bilhon dollars of new saving 

A DIGRESSION ON THE IDENTITY BETWEEN MEASURABLE SAVING AND MEASUR- 
ABLE INVESTMENT 


National mcome is determined 
This should not be misunderstood 


by the interplay of savnng and investment 
to imply that during a depression a statisti- 


I Table 1 will also venfy this answer In Cbl (4) we nc 
of 10 bilhon dollars of.nvestment The new equilibnom lev 
LZOO bilhon dollars income) from the old eqnihbnuip Icvc 


’ hav c 20 billion dollars instead 
of income now shifts to row B 
n row C (170 billion dollars) 
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clan can measure saving, then measure investment, and expect to find that the 
former is statistically greater than the latter. 

The discussion of national income in Qiap. 1 1 showed that— leaving govern- 
ment finance aside— the total of saving of any period is defined in such a way 
that it must be exactly equal to the total of net investment of that period. 
Saving is the difference between total income and total consumption; or in 

terms of the pie diagram of Fig. 4 in Chap. 11, saving equals ^ . Net 
investment or net capital formation was the difference between the capital 
stock at the end and the beginning of the period; or to minus By 
the very definition of national income or of net national product (which con- 
sists of consumption plus net investment), measurable saving and measurable 
investment are simply tu'o different names for the same thing: namely, net 
income minus consumption.^ 

This identity of measurable saving and measurable investment at every 
income level is not the same thing as the equality of the scheduled amounts of 
saving and investment which takes place only at the equilibrium level of 
income.® If income is temporarily pulled away for some reason from the 
longer run equilibrium level, then the amount of investment that businesses will 
be willing to maintain will not be equal to the saving that people will \vant to 
continue to make. Despite the superficial identity of measured saving and 
investment, national income will not be able to remain away from the equilib- 
rium level indefinitely — ^because in the next period, dissatisfied savers or 
investors will act so as to set in motion a return toward equilibrium. 

Two examples, out of many possible ones, may be presented to illustrate 
how national income may temporarily be away from the equilibrium level with 
scheduled investment and saving unequal— but, of course, with measured 
investment and saving being always defined so as to come out equal. 

In the first example, suppose that every family suddenly decides to have a 
higher propensity to consume and a lower propensity to save. This should 
finally lead to a higher equilibrium level of national income. But not necessarily 
all at once. On the first day of the new era, they will troop to the stores and 

^ This idenaty has an exact analogne: the amount bought must be identically equal to 
the amount sold in any transaction involving the exchange of goods for money. 

’ This may be applied to the pump diagram of Fig. 5. The flow of water at the saving pipe, 
Z, will equal the flow of water at the investment pump, A, only when national income is at 
Its eqmlibrium level. But in real life, equilibrium is always changing, with the system 
avidly pursuing it. The statistician isn’t able to measure saving at Z and investment at A. 
Instead, he always counts in unintended saving and unintended investment that may pile 
up in the pipes, so that no water goes uncounted, and the measure of saving is identical to 
that of investment. 
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increase their consumption purchists (b\ let us sij I million doihrs) out 
of their as yet unchanged incomes Merchants had no reason to foresee this 
detelopment therefore thej will find their imcntorj of goods reduced b> 1 
milhon dollars National income has not risen to the new equilibrium let cl 
indeed it has not ^ et risen at all This is because the reduction of consumers 
intended sating was tcmporanlj matched b> an unintentional reduction in 
business imentor) imestmcnt But— ^nd this is the cni\ of the matter — 
businessmen w ill not continue indchnitcl) to deplete their im cntorics In sub- 
sequent periods w hen thc> increase their production orders national income 
will nse to Its equilibrium level where cverjone is content to maintain the 


In our second cvampic suppose that corporations begin to tal c advantage of 
new investment opportunities The) borrow monev from banks or spend tlieir 
idle cash balances to give construction jobs to worl ers \ccording to our 
equilibrium analysis secondarj consumption rcs|x.nding should have a multi 
plier cffcCT upon income bc) ond the original pnmarv effect But this responding 
process may take time to w ork itself out There m i> bo a long or short period 
of dcla) between the moment when people active new income and the time 
when they arc able to spend It In the short run therefore the economic sj stem 
maj fall short of the equilibrium level because the new investment has been 
tcmporanlj offset bj increased saving not vtt having time to spend thtir 
higher incomes people are tcmporanlj forced Mooi tlicir Consumption 
schedule and almc their Sav ing schedule "VA hen national income finallj ceases 
growing and settles down then people will bc bad on their S S scliedulc and 
income will be at the new equilibrium intersection 
AVhat this section saj s can bc boiled down to the following 


(ihe equaht\ of the sa tiig and tn^atinent tlnf people are 'utllme to 
cmwuc to v,^ holds endy at tlte eqenltbnm,: k.cl of mom But thr 
dejimtmml :dcmity of memred sa.mg and masttuctU holds all the twee 

« w pmess 


INDtCLDIMrsnWIM VMITHC IARADOVOI ani«, 1 

not worry themselves unduly over this problem ^ to economics „<.«! 
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been drawn as horizontal lines, their level being always the same regardless of 
income. This simplification can now be relaxed. 

Any practical businessman will tell you tiiat he is more likely to add to his 
plant or equipment if his sales are high relative to his plant capacity. In the 
short run (before businessmen have had time to adjust their capital stock to 
a changed plateau of income), it is reasonable for us to draw the 1-1 schedule 
in Fig. 7 (page 272) as a rising curve. An increase in national income may induce 
a higher level of net imjestment. 

As before, the equilibrium level of (maintainable) national income is given 
by the intersection of the Investment and Saving schedules; or in the first 
instance by the point E in Fig. 7. So long as the S^S curve always cuts the 1-1 
curve from below, businessmen’s action will always bring the economic system 
back to the equilibrium level. ‘ 

Induced investment means that anything that increases national income is 
likely to be good for the capital goods industries; anything that hurts national 
income is likely to be bad for those industries. This throws a new spotlight 
on the age-old question of thrift versus consumption. It shows that an increased 
desire to consume— which is another way of looking at a decreased desire to 
save— is likely to boost business sales and increase investment. An increase 
in thriftiness, on the other hand, is likely to make a depression worse and 
reduce the amount of actual net capital formation in the community. High 
coiisumptm and high investment go hand in hand rather than being competin g. 

This surprising result is sometimes called the “paradox of thrift.” It is a 
paradox because in kindergarten we are all taught that thrift is al-ways a good 
thing. Benjamin Franklin’s “Poor Richard’s Almanac” never tired of preaching 
the doctrine of saving. And now along comes a new generation of alleged 
financial experts who seem to be telling us that black is white and white is 
black, and that the old virtues may be modern sins. 

Let us for the moment leave our cherished beliefs to the side, and try to 
disentangle the paradox in a dispassionate, scientific manner. Two considera- 
tions will help to clarify the whole matter. 

The first is this. In economics, we must always be on guard against the 
logical fallacy of composition. What is good for each person separately need 
not be good for all; under some circumstances, private prudence may be social 
folly. Specifically, this means that the attempt of each and every person to 

^ If the two curves crossed in the opposite way, we would have unstable equilibrium, 
and the economy would rush away— in either direction— from the intersection neighborhood. 
A physical analogy may be suggestive: An egg on its side is in stable equilibrium; when 
given a slight disturbance, it returns to equilibrium. An egg on its tip is in unstable equi- 
librium; a light touch and it topples. 
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in crease his saving m ay — under the conditions to be described — result in i 
r educooningrftM/sa\ingb\ all the people m the community Note the italicized 
\ ords attempt and actual between them there ma> be i world of differ 
ence if people find themsehes thrown out of jobs md with lowered income 
payments 

The se cond clue to the para dox of thrift lies in the question of w hethcr or no t 
n ational income is at a depression let cl If we were at full cmplomcnt the n 
o b\ lousl) the more of our mtioml produa that w e dei otc to current co nsump- 
ti on the less is ai aihble for capital formation If output could be assumed to be 
a lwa'is at its maximum then the old fashioned d octrine of thrift would be 
a bsolutely correct— correct be it noted from both the indii idual and the socia l 
st andpo'nts " ~~ ~~ 

In pnmitne agricultural communities such as the American cblonies of 
Franklin s daj there w as truth in Franklm s prescription Tlic same was true 
dunng ^^orld Wars I and II and it becomes true during periods of inflation 
and boom if people w ill become more thrift) then less consumption w ill 
mean more imcstment 


But full employment and mflationar) conditions has c occurred onh occa 
sionally in our recent histor) Much of the time there is some wastage of 
resources some uncmplo)-mcnt some insuffiacncy of demand imcstment and 
purchasing pow er W hen this is the ease c\ crything goes into res erse \\ hat 
once was a social sirtuc ma> become a soaal a ice W hat is true for the indi 
vidua -that e\tra thriftiness means increased sating and wcalth~ma) become 
completel) untrue for the communit) as a whole 
Under condi^ns of unemployment ^catimptlosa rma) result in /«s not 
ZL *“'7 consumption He 

f on! Tl T " ** » forced to dissau 


plementary not comiZ^I^ZZlpTrcTZ^ 

cutdownonconsimiDtion Aowint other The attempt to 

everyone feels poor enough no longeZZT " ^ of income until 

Moreover at low er lei els of mcom I j ^ 
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billion-dollar break even point •tthete the community is made poor enough to 
stop all net savings 

This shows that there is nothing particularly good about u hat w e have called 
the equilibrium level of national income If investment is low the equilibrium 
]e\el of income will invoke much unemployment and wastage of national 
resources The only level of national income that w c arc entitled to regard as a 
desirable goal is that near to full employment But wc will end up at such a 
level of high employment onl> if investment opportunities happen to be as large 
as full employment saving 

Unless this full employment sa\ing is offset b> prwatc investment (or 
b) governmental policies) the nation cannot continue to enjoy full cmplo> 
ment There is then said to be a dcBationar) gap the size of this gap being 
measured b> the deficiency of investment compared to full employment saving 
or by the v cracal distance along the dotted full-employment line betvv cen 
the Saving and Investment schedules 


Thus if full employment saving out of a 200 billion-dollar national income 
w ere 20 billion dollars w hile mv cstment w as onI> 1 5 billion dollars w c vv ould 
speak of a 5 billion-dollar deflationary gap Income could not stay at the fiiil 
employment level but would have to drop by about 15 to 185 billion dollars 
Now stop for a moment National income is 15 billion dollars short of the 
full employment level Does that mean that wc need 15 billion dollars of 
private or public investment to give us foil employment? ^ou will have to 

answer no as "ioon as you recall that investment dollars arc high powcrc 1 

do lars w hich hav c a multiplier effect on national income At most w c w ill need 
only 5 biflion dollars of public or private investment to fill m for a dcflationarv 
gap of 5 billion dollars The secondary consumption spending will do the rest 
leading in the end to a foil IJ billion dollar increase in national income 


""havctatiscailcdM .nSnnomr,™ mfl ! ^ 

by the vertical excess of foil PtnnI ^ ^ * inflationary gap is measured 

or «.X7crrcTT 
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effects upon employment and production are of a slightly different qualitative 
nature. A deflationary gap can move production leftward, down to three- 
quarters or even one-half of a full-employment level. But an inflationary gap 
cannot possibly move employment rightward to 150 per cent of foil or maxi- 
mum employment. The economic system cannot move in real terms very for 
to the right of the dotted foU-anployment line. 

The excess in purchasing power can only result in price increases and an 
inflationary spiral: money national income will rise because of “paper” price 
changes, but real national product cannot go above its maximum foil-employ- 
ment level. Unfortunately, the upward movement of prices will continue for as 
long as there is an inflationary gap, U., until we are lucky enough for invest- 
ment or consumption demand to fall off, or smart enough as a nation to adopt 
corrective policies that will wipe out the inflationary gap. 

One of the principal problems of Chap. 18 on Fiscal Policy will be that of 
trying to compensate by public taxes and expenditure for both inflationary and 
deflationary gaps, so that high employment can be maintained without inflation. 

TAXATION AND GOVERNMENT EXPENDITURE IN INCOME ANALYSIS 

Let us, therefore, push our analysis beyond the oversimplified case where 
government economic activity is ignored. To be realistic, we must examinp foe 
effects upon income determination of government expenditure and taxes. 

The effect of government expenditure can best be analyzed if we first hold 
taxes constant. Because government expenditure on goods and services uses 
up labor and other productive resources, we learned in Chap. 11 that net 
national product consists of three, rather than two, parts; namely, 

NNP = consumption expenditure + private net capital formation 

+ government expenditure on goods and services 

Therefore, on our 45‘’-line diagram in Fig. 8, we must superimpose upon the 
Consumption schedule not only private investment but also government 
expenditure, G. This is because public road building is financially no different 
from private railroad building; and collective consumption expenditure involved 
in maintaining a free public library has the same effect upon jobs as private 
consumption expenditure for movies or rental libraries. 

Wfe add government expenditure to private investment and go to the inter- 
section with the 45“ line to read off the equilibrium level of national income. 
Obviously, therefore, taken by itself and disregarding taxes, government 
expenditure has a multiplier effect upon income just like that of private invest- 
ment. The reason is, of course, that the chain of consumption respending is set 
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into motion by the road builders, hbtanans, and other people who receue 
primary income from the government * 

Let us now turn briefly to the effect of taxes on national income If the 
go\emment takes 20 billion dollars of our incomes m taxes, then out of n 200 
billion-dollar national income w e ha\ c only 1 80 billion dollars left as disposable 
income to spend on consumption and sating Similarly, out of a 180 billion- 


EFFEa OF government 
EXPENDITURE ON 
INCOME determination 
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It ouJd be a mistake to think diat an economist can be made out of a parrot 
simply by teaching him the magical words sating and imestment Behind the 
scenes of these schedules a great deal is taking place Interest rates may go up 
causing the Im estment schedule to shift dow nw ard (This is discussed fiinhcr 
m Chap 13) Or an increase in the public s holding of got emment bonds and 
other wealth may shift the Consumption schedule upward Or rising lit mg 
standards (resulting from adtertising and the intention of new products) ma) 
shift the Consumption schedule up just as it has in the past 
In short it is an ot ersimplification to regard imestment as altta>s an 
autonomous factor and consumption altta)s a passitc factor depending upon 
income Thie this is a fruitful ot ersimplification Butas wchatealrcadj seen 
some of net imestment may be induced by income changes in the short 
run Likewise consumption will someomes shift autonomonslj cten though 
income has remained constant And as the reader can tcrifyb> experimenting 
with the sating imestment and the 45" line diagrams such shifts in the Con 
sumption or Sating schedules hate multiplier effects upon national income— 
just like the multiplier effects of changes m imestment 
For this reason there is at least one school of thought that fators fighting 
any future chronic depressions by policies aimed at mal ing the United States a 
high consumption cconom} te an cconom) with a high Consumption 
sch^ule whose corresponding level of full cmplojancnt saving is just equal 
to the level of net capital formation needed for progress 


SUMMARV 

A INCOME DEirRMINAllON 

1 -Ihe motives that make people save are quite different from those that 

schedules plotted against naoonalinLc 

2 People s w ishes to sav e and the w illinimew nf 

brought into line w ith each other h,r ™ ^ “T’^'^fons to inv cst irc 

equilibrium level of national income mwV ^ income The 

and Investment schedules or what is exactly the 1 Sav mg 
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To put the matter most simply: investment calls the tune. Investment and 
saving are equal because investment causes income to rise or fall until saving 
has adjusted itself.^ The simplest sequence is 

INVESTMENT ^ INCOME — > SAVING 



B. APPLICATIONS AND LIMITATIONS 

3. Investment has a multiplier effect on income. When investment changes, 

there is an equal primary change in national income. But as these primary 
income-receivers in the capital goods industries get more or less income, they 
set into motion a whole chain of additional secondary consumption spending. If 
people always spend about % of each extra dollar of income upon consump- 
tion, the total of the multiplier chain will be 1 + ^1+ -f- . . . = 

1/(1 ” ^ Th® multiplier works backward or forward, amplifying 
either inaeases or decreases in investment. The multiplier is numerically equal 
to the reciprocal of the MPS; this is because it always takes more than a dol- 
lar’s change in income to bring forth a dollar’s change in saving. 

4. The atteijtpt to save more is quite different from the achievement of 
increased saving for society as a \vholc. The paradox of thrift shows how an 
increase in thriftiness may reduce income and, through induced effects on 
investment, actually result in less net investment. Only when employment 
remains full are consumption and investment competing; only then are private 
virtues always social virtues. 

The moral is not for each indmdual to squander his money in trying to be 
patriotic. Instead, through proper national policies, we must recreate a high 
employment environment in which private virtues arc no longer social follies. 

5. In short, we must avoid both inflationary and deflationary gaps, so that 
fiill-employment saving and investment just match. 

6. One weapon in the battle for stability is government fiscal policy: an in- 
crease in government expenditure, taken by itself, has expansionary effects on 
national income, much like those of private investment. An increase in taxes, 
taken by itself, tends to contract the equilibrium level of national income. 

* The equality of the saving that people are willing to mainrain with the investment that 
business firms are willing to maintain is the equilibrium condition that permits national 
income to remain steady. This equality should not be confused with the definitional identity 
of measured saving and investment at every income level. Such a confusion would be like 
the centnry-old fallacy that says, “Supply and demand cannot possibly determine com- 
petitive marker price, because after all, the amount bought must necessarily be identically 
equal to the amount fold.” 



APPLICATIONS AND LIMITATIONS OF ANALYSIS 279 


Wt must leave to Chap 18 the analysis of go\ eminent surpluses, deficits, 
debt, and fiscal policy To the intervening chapters ^^c must turn for an 
analysis of money, prices, and interest, of international finance, and the u ild 
dance of the business cycle 

QUESTIONS FOR DISCUSSION 


1 What are some of the reasons that cause people to sat c? ^'^'hat are some of the 
forms in which people are able to keep their sating? 

2 Imagine that )ou are a businessman IWiat changes would make you intest 
more? less? Make a list of possible programs of real intestment MTierc do they fit 
into the list of different kinds of pritatc net capital formation in Chap H? 

3 The sating and intestment diagram and the 45'-lme (or consumption + int cst- 
ment) diagram are ttvo different tta>s of shotting hott national income is determined 
Describe each Show that thc> arccqnitaicnt Wich do >ou prefer? 

4 Reconstruct Tabic I assuming that net intestment is equal to (a) 20 billion 
dollars, (b) 40 billion dollars MTiat is the resulting difference m national income? Is 
this greater or smaller than the change in intestment? ’ 

5 Describe in a fett paragraphs (a) the common sense, (/>) the arithmetic, and 
(f) the geometry of the mulaphcr 

6 WTule no one attempts to sat e \t ith an> thought of int estment outlets, > ct the 
amount that all succeed in sating is brought into alignment with intestment b> the 
^vemmts of National Income But the alignment is performed on a cruel Procrustean 
bed with income and employment being lopped off if the desire to sat c is eacessit c in 
comparison with atailablc investment, or with an inflationary straining of demand if 

T.1I « I";” "“IJ yw tl« ddhoonary m r,g, ! t»d 4> 

P He* mold yoa d.ms, As to Awr an inHanoioiy ™> 

Aslfld TTf » tettsso 
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Chapter 13 : prices, money, 

AND INTEREST RATES 


THIS chapter falls naturally into three parts. In the first part the importance of 
price changes — of inflation and deflation— is discussed. In the second part there 
is a description of our money supply, and of the relationship between that 
supply and the price level. Then in the third section we shall see how money 
affects the level and structure of interest rates. 


A. PRICES 


INFLATION, DEFLATION, AND REDISTRIBUTION OF INCOME BETWEEN ECONOMIC 
CLASSES 

By inflation we mean a period of generally rising prices. By deflation we 
mean a period in which most prices arc falling. The root cause of inflation and 
deflation is a change in total money spending relative to the flow of goods 
offered for sale. If the total flow of purchasing power coming on to the market 
is not matched hy a sufficient flow of goods, prices will tend to rise. On the 
other hand, when total spending declines, prices and the real flow of production 
tend to be depressed. 

Neither in inflation nor in deflation do ail prices move in the same direction 
or in exactly the same proportion. As a result of c hanges in relative pric es and 
in total spending, the two processes of inflation and deflation ca use defin ite 
a nd characteristic changes in (1) total output and (2) the distribution of incom e 
b enveen economic classes . 

Inflation tends to favor debtors and profit receivers at the expense of 
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creditors and fixed income reccncrs xthilc the effects of deflation ore the 
opposite Suppose a creditor lends $1 000 today and is paid back one year from 
now If in the meantime prices hate doubled then the debtor t\ ill be paying 
back onl) about one half as much real purchasing pov er as \i as git cn to him 
If pnces tt ere to increase a trillion fold as they did in the German inflation 
of 1920-1923 then the ttealth of creditors ttould be completely ttipcd out 
This actually happened to German unitersit) cndottmcnts and life insurance 


assets After World 'Whr II an American tt ho earned 4 per cent yearly on a 
mortgage found that he tt as not et en holding his own as far as the rralptirchas 
mgpoatierofthedollarttasconcemed During and after World Wr I Amen 
can prices tt ere still more inadequately controlled tt ith the result that tt hitc 
collar workers like teachers postmen and bookkeepers found their relatit clj 
fixed incomes inadequate to maintain lit me standards in the face of the rising 
cost of living Widott s lit ing on fixed pensions on life insurance annuities or 
on bond interest found thcmscitcs in the some difficult straits because the 


postttar dollar ttould buy less than a prettar 50 cent piece 
On the other hand an} one tt ho int ests his money in real estate in common 
stocks or in sacks of flour makes a great monc> profit during inflation The 
tolume of business sales shoots up Prices rise bettteen the time that the busi 
ncssmen buy and sell their merchandise Fixed or overhead costs remain the 
same Other costs rise but not so rapidl) as prices For all these reasons profits 
increase-often faster than does the cost of living In such periods of great 
inflation etery reckless fool can become a great finanaer Some ttorkers in 
highly oiganized occupations may by militant collcctnc bargaining be able 

eok«p„p.,Ad,chghc<«ofl,.,„6tem,„yW*» 

tfc*)ci.ontteotlicrfoot Crcditor^nd li^cd mcoim 
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real tenns, while the businessman who is foolish enough to give someone a 
job will probably find that he cannot even get back his original outlay, much 
less earn a profit. 

EFFECTS OF CHANGING PRICES ON OOTPOT AND EMPLOYMENT 

An increase in prices is usually associated with an increase in employment. 
In mild inflation the wheels of industry are well lubricated and total output 
goes up. Private investment is brisk, and jobs plentiful. Thus a little inflation 
is usually to be preferred to a little deflation. The losses to fixed-income groups 
are a good deal less than the gains to the rest of the community. Even workers 
with relatively fixed wages are often better off because of improved employ- 
ment opportunities and greater take-home pay; and a rise in interest rates on 
netv securities may partly make up any losses to creditors. 

In deflation, on the other hand, the growing unemployment of labor and 
capital causes the total of the community’s well-being to be less, so that those 
few who gain receive much less benefit than those who lose. As a matter of 
fact, in deep depression, almost everyone— including the creditor who is left 
with uncollectible debts — ^is likely to suffer. 

The above remarks show conclusively why ah increase in consumption or 
investment spending is a good thing in times of unemployment, even if there 
is some upward pressure on prices. If the economic system is suffering from 
acute deflation, it makes little sense to criticize public or private spending on 
the ground that this might be inflationary. Actually most of the increased 
spending will then go to increase production and create jobs. But the same 
reasoning shows that once full employment and full plant capacity have been 
reached, any further increases in spending must necessarily be completely 
wasted in “paper" price increases. 

GALLOPING INFLATION 

If price increases could be held down to, say, less than 5 per cent per year, 
such a mild steady inflation need not cause too great concern. If each increase 
in price becomes the signal for an increase in wages and costs, which again 
sends prices up still further, we may be in the midst of a malignant, galloping, 
hyperinflation. There is nothing good to be said for a rapid rise of prices such 
as took place in Germany in 1920-1923. Production and even the social order 
are then disorganized. The total %vealdi of large groups of the population is 
wiped out as money becomes worthless. Debtors ruthlessly pursue creditors 
in order to pay off their obligations in valueless money. Speculators profiteer. 
Housewives rush to spend their husbands’ pay checks before prices rise still 
further, but in doing so only bid prices up et'en faster. 



As a Southerner said during the Confederate inflation 

We used to go to the stores with money in our pockets and come back with food in 
our baskets Now n e go with monej in baskets and return w ith food in our pockets 
Everything is scarce except monej ' Prices are chaotic and production disorganized 
A meal which used to cost the same amount as an opera ticket now costs twenty times 
as much Business is often at a standstiU because no one know s how much to charge As 
a result ever) bod) tends to hoard thii^s and to try to get rid of the bad paper 
monc) which drives the good metal monc) out of circulauon A partial return to 
barter— with all its inconveniences — is the result 


Fortunatel) , there arc few if an> cases of hypcrmflition except during 
war or in the backwash of war and revolution There are some economists 
however who fear that our s) stem is becoming jitter) with i tendency to go 
into an explosive price rise whenever full emplo)ment comes into view If 
workers formers and businessmen become aware that their wcJfire depends 
as much on what their money can bu> as upon their money earnings perhaps 
this awareness may cause them m the future to moderate their demands for 
higher prices and mone) wages This would tend to have a favorable result 
for then all increases m purchasing power would go to create increases in 
employment and real output rather than to dissipate themselves simpK in 
higher prices 


If workers farmers and businessmen do not learn this lesson our economic 
s)^tem may be m for a bad time In that case whenever there is enough pur- 
chasing pow er to bring the s) seem near the full cmplo) ment there w ill tend to 
result a vicious upward spiral of prices and wages Even more ominous is rhe 
possMty that prices may begin to shoot up long before foil employment is 
reached As a result foil employment may nev cr be reached 

“ntrol b> 
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GOALS OF LONG-TERM PRICE BEHAVIOR 

Ideally, we all want a progressive full-employment economy in which the 
excesses of the business cycle are moderated. We want to control the “mad 
dance of the dollar” as the business cycle passes from boom to crisis and 
slump. But as far as the long-run trend of prices is concerned, there are three 
possible programs espoused by different economists: 

1. Prices—m the average— are to be stable. As output increases over time 
owing to population inaease and technological progress, the total of spending 
rises. Money wages and real wages also rise as a result of increases in pro- 
ductivity over time. 

2. Prices are to be gently rising. Because full-employment output is also in- 
aeasing with productivity and growth, total spending rises even faster than 
prices. Money wages also rise rapidly; but the increase in real wages is not 
quite so great, because of the upward trend in the cost of living. 

3. Prices are to be falling steadily. The total of money wages and property 
income remains almost constant. But the increase in output resulting from 
improved technological productivity is passed on to the consumer in lower 
prices. Real wages rise ct'cn though wages may remain constant. Such a fall 
in prices need not depress business activity unduly, provided that it results 
from previous reductions in cost. 

All three solutions are tolerable if unemploymen' is kept at a low figure. 
But economic history and analysis suggest that high employment is least 
likely to be maintained under the third possibility, and the real burden of the 
public debt would be heaviest. Most of the vigorous periods of healthy 
capitalist development have been during periods of stable or gently rising 
prices. Capitalism, itself, developed during the centuries when Spanish New 
World gold was raising prices— not because anyone planned it that M'ay, but 
simply because our monetary system used to consist of precious metals, and 
Columbus accidentally discovered the New World. The life expectancy of 
free private enterprise may vvell be lowered if there are to be deflation and 
falling prices in the decades ahead. 



B \mNEY AND PRICES 


Let us now turn to the second problem of diis ch iprcr tijc supply of montv 
and Its possible relation to the price let cl 


IHE THREE KINDS OT MONET SMAII COINS PAPI 




DEPOSITS 

Let US list the mam categories of mone) with which wc ill hi\c diil\ 
contact; small change paper currency ind bank-deposit money 
First there IS small change copper pennies nickel fit c cent pieces sihcr 
dimes quarters half dollars and fm the Far \\cst) siKcr dollar^ 
These all constitute our so-callcd fractional currcnci In total tlicT do not 
add up to icr) much— in fict to much less than one twentieth of the com 
munit) s cash Because the metal in all these coins is w orth far less tlian their 
feceaalue thc> arc termed token monc> ObMOuslj these coins arc silued 
far beyond their metallic worth only because dicy can be rcadil) comerted 

into other kinds ofmone>-20 nickels to the dollar etc Thej arc not forced 

upon anybody their quantit) is limited b> the public s demand for them to 
buy cigarettes newspapers and so forth 
Far more imporant is the second kind of monej folding monci or 
paper currency Most of us know httlcmore about a onc-dollar or fiic-dollar 
rfllrtl '' “ >n='cribcd with the picture of some American statesman 
each contains the signature of one or another gmemment ofhcial and- 
most important of all-cach bears a number showing its face salue 

the « contains 

Sihcr Certificate Th*s means that the U S Trcasuri is holdmcr 

some paper bills are called s.h.r . T f 
senate;, immmmgrmmsha e^ “jjAcates only because a few Mestem 
mining a continuing subsidy by buviTO L Congress to gn e sih cr 

Otherwise siher has absolute^ n 

countries are abandoning it eien fw “gmficance many foreign 

Its hold on the Orient “ to 
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If you examine a ten-dollar bill, or some other paper bill, you will probably 
find that it says “Federal Reserve Note.”^ Like the dollar bill, this announces 
itself as “legal tender for all debts, public and private,” but it contains the 
further nonsensical statement that it “is redeemable in lawful money at the 
United States Treasury or at any Federal Reserve Bank,” The words “lawful 
money” have been italicized, became there isn't my such thing other than 
“legal tender” bills under discussion— namely. Federal reserve notes, silver 
certificates, etc. In other words, your old wrinkled ten-dollar bill is redeem- 
able into a crisp new bill, into two fives, or into ten ones if you prefer. But 
that is all. 

Back before 1933, when the present college generation was just beginning 
to have birthdays, it was not uncommon for good little boys and girls to be 
presented on anniversaries with five- or ten-dollar gold pieces. And gold 
certificates were often seen in circulation. But in 1933, when Congress raised 
the buying price of gold from about $21 to $35 an ounce, all gold— except 
that tied up in wedding rings and dental fillings— was called in. This was 
done so that holders or hoarders of gold could not make a 67 per cent profit 
as a result of the devaluation of the dollar. At the same time, all gold cer- 
tificates— ten-dollar bills (or larger), printed in green on one side and goldish 
orange on the other— were called in. These certificates were warehouse 
receipts promising the bearer redemption in gold upon application to the U.S. 
Treasury, But in 1933 Congress ruled that these certificates were not to be 
exchanged for gold upon being called in, but simply for ordinary paper 
dollars. A few absent-minded people still have not turned in their gold cer- 
tificates, but once these are brought to a bank, they will be retired from 
circulation forever and replaced by other bills.- 

From the standpoint of understanding the nature of money, it is a good 
thing that these gold certificates no longer exist. The modem student need 

^ Two-dollar bills, considered to be bad luck in most parts of the country other than 
New England, are so-called United States Notes — remnants of the greenbacks used to 
finance the Qwl War. Occasionally you may run into a bill that says “Federal Reserve 
Bank Note," or even a “National Bank Note" containing the name of some near-by national 
bank. These are being gradually retired from circuladon. 

‘ The courts also upheld a statute that invalidated contracts calling for payment in gold; 
only payment in terms of dollars was permitted. Otherwise, creditors would have made a 
67 per cent profit on the revaluation and debtors would have lost 67 per cent. As we shall 
see in Chap. 15, the 12 Federal Reserve Banks hold gold certificates. In fact, they ate 
required to hold at least 25 per cent as many certificates as their deposits and outstanding 
Federal reserve notes. But since they never reach this limit, it has little effect on their 
activity. 
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not be misled, as Mere carber generations of students, by some mystical 
belief that “gold backing ’ is what gives money its value We shall sec in a 
moment Mhat does determine the value of money, but certainly gold has 
little or nothing to do m ith the problem 

Every expert know s that the popular conception that money has more 1 aluc 
if It IS exchangeable into gold exactly reverses the true relation If it Mere not 
that gold has some monetary uses, its \alue as a metal Mould be much less 
than It IS today 'Wfe should have cheaper inhys and Mcdding rings When a 
government requires itself to hold some friction of gold resen es against its 
paper money, the gold affects prices only through its ability to limit or to 
expand the volume of paper money and total spiending This Mas oierlooked 
by foolish European chancellors of the exchequer m ho, after Wbrld Wr I, 
tried to stop inflation by accumulating nCM gold reserves through the pur- 
chase M ith paper money of gold on the open market Of course, the effect 
Mas just the opposite Later they had to reicrse the process and use their gold 
to buy up and bum outstanding paper money 

MH\ CHECKING DEPOSITS ARE CONSIDERED 10 BF MONEY 

Before the question of the a aluc of money is considered, it should be pointed 
out that there is a third category of Mhat economists call money, in addiDon to 
metallic small change and paper currency This is so-callcd “bank money" — 
made up of bank deposits subject to checking on demand If I ha\c $1,000 in 
my checking account at the Cambridge Trust Company, that deposit can be 
regarded as money because I can pa) for purchases m ith checks draM n upon it 
The deposit is like any other medium of exchange and, being payable on de- 
mand It serves as a “standard of value” or “unit of account ’ in the same 
sense as $1,000 m orth of silver quarters, i e , both the deposit and the quarters 
are convertible into standard money or cash at fixed terms, dollar for dollar 

Possessing the essential properties of money, bank demand deposits might 
just as M ell be counted as money And they arc * 

Actually, as was noted in the discussion of money in Chap 3, bank money 
IS quantitatively more important than currency because most transactions arc 
consummated by check The convemence of checks for mailing, for paying 
the exact sum of money due for providmg a receipt in the form of the canceled 
check voucher, for protecting against loss when stolen or misplaced (Mhilc 


> My balance on deposit m the bank is usually considered to be moncy-not the checks 
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unendorsed, or for that matter, endorsed) — all these advantages are obvious 
and explain the widespread use of bank money. 

Table 1 illustrates the quantitative importance of the three kinds of money 
in 1947. 


TABLE 1. Total Quantity of U.S. Money in Circulation {In billions of 
dollars) 



March, 1947 

March, 1939 

Small change: 



Minor coins . . . j 

$ 0.3 

$0 2 

Silver coins .... . . 

1 0 

0 4 


% 1 3 

$ 0.6 

Paper currency: 



Federal reserve notes 

$24 1 

$4.3 

Silver certificates and U.S. notes 

2.3 

1 6 

Other currency (largely in process of being re- 



tired) 

0.6 

0.3 


27 0 

6.2 

Bank money 



Demand deposits of all banks (adjusted to exclude 



government deposits, etc.) . . . 

80.4 

26.1 


$108.7 

$32.9 


Source: Federal Reserve BttlMn. 


Because bank deposits are such an important part of our money supply, we 
shall have to discuss in later chapters what determmes their total amount, 
how bank money is allegedly “created.” How and why did bank deposits 
more than triple during the war years, and why did Federal reserve notes 
increase by 20 billion dollars? 

Before turning to this in Chaps. 14 and 15, we must first settle the question 
of why modem money, created all over the world by pure credit and govern- 
ment fiat and with no intrinsic commodity value, may still have value. 

'I HE MEANING OF THE V ALUE OF MONEY AS THE RECIPROCAL OF THE PRICE LEVEL 

In the beginning, we must get fairly in mind what we mean by the value of 
money. If wheat costs $2 per bushel, then the value of $1 in terms of wheat 
is ^ bushel; if eggs sell for 5 cents apiece, then the value of $1 of money in 
terms of eggs is obviously 20. In other words, the value of money is the re- 
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cprocal of a price turn the price of any good upside do« 11 and ) ou ha^ e the 
lalue of money in terms of that good - , , a 

It should be clear, therefore, that ^^c cannot speak of the value of money A 
dollar has as many different values as there are different commodities and 
prices If prices should all double, ne could then say that the 1 alue of money 
had been cut in half, if all prices decreased by 50 per cent, aa c could sa> that 
the value of money had doubled 


PRICE IJEVEL CHANGES 



on RibLc Debt Policy 


But we have earlier learned that all prices do not change by precisel} the 
same percentage amount Swtisticians find it necessary, therefore, to compute 
some sort of composite or index of the averege price level, made up b) taking a 
weighted average of the different prices entering into the cost of In mg and 
expressed as 100 in some year selected as a base of comparison Often, too, 
statisticians are as much interested in the average of ail 'wholesale prices as 
they are in the cost of living ‘ 

From now on, w e shall mean by the tahie of money nothing more than the 
reciprocal or upside-down of an index of goieral prices Figure I shows the 
'There are many statisHcal and theoretical problems in computing an average inde.\ 
number Not only is it difficult to get accurate price quotations for all commodities but 
there is also the question of how to weight the different prices The cost ofhving for a rich 
man may change differently from that for a poor man just as the cost of In mg of a i egt 
tanan may change differently from that of a steah addict In view of these difficulties it 
surpnsing how much alike are the changes of difforait kinds of index numbers 
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history of American wholesale prices, with 1910-1914 selected as the base 
period in which the price index is arbitrarily set at 100. 

HOW THE LIMITATION OF THE QUANTITY OF MONE Y PRESERVES ITS VALUE AND 
AFFECTS THE PRICE LEVEL 

Let US return to the basic problem of this second section: Why does token 
money with no gold backing have value? Why isn’t the price level infini tely 
high in terms of such worthless stuff? 

Like any other question concerning value, this boils dovra into a simple 
question of scarcity of supply in relation to demand. 

A money currency offers great convaiience in facilitating exchanges. 
People demand money for what it will buy. It does not matter what kind of 
money (shells, chips, or paper) people decide to use as a medium of exchange, 
provided they are all accustomed to the same thing. Quite naturally, governments, 
whose courts must enforce contracts, everywhere establish the standard 
monetary unit; just as governments everywhere establish weights, measures, 
and daylight-saving time. 

So long, therefore, as the government strictly limits its supply of issued 
money, just so long will that money have a high value. If the supply of money 
is indefinitely inaeased (as it was during the German inflation after World 
I), so that everyone is able to spend ever-more money on relatively 
fixed amounts of goods, then prices will be bid up and the value of money will 
fall. We see, therefore, 

Money is no exception to the general laws of supply and demand. Its value 
is derived from relative scarcity. To the extent that an increase in the money 
supply tends to increase the flow of total spending relative to the flow of 
goods, prices will rise atid the value of money will fall. 

THE QUANTITY THEORY OF MONEY 

So far money has obeyed the same laws as any commodity. But there is a 
further peculiarity about money emphasized by those economists who believe 
in the so-called “quantity theory of money.” They say, 

Money is like no other commodity. The demand for money, therefore, has a very 
special form: double the value of nmey or halve the price level mid you will exactly halve 
the amount of nmey which people will wish to hold. MTiy? Because if everything now 
costs only one-half as much, people’s cash requirements will be only half as great. 
In faa, when the prices of absolutely everything change in exactly the same pro- 
portion, money is the only commodity whose demand is changed — because as far as 
all real magnitudes are concerned, nothing has changed. 
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Consequendy, these theorists arme at the important conclusion (other 
things being equal) the price lezel it dmetlj proportmal to the mount of 7/mey 
in existence, vice versa, the mnoimt of vmey that people will hold is directly pro- 
portional to the price level If the toni amount of all three kinds of monc> is M 
and the price le\el is F, then according to the simplified quantity theory, 

M = IP or 


vhcre JL is a factor of proportionaht} which remains constant if “other 
things are equal ‘ 

In bare essentials, this is the quantit) thcorj How talid is it!" how usefuP 
Obiiousl) , It IS a highlj simplified thcoiy , and most economists toda> w ould 
say It IS a highly o\ crsimplificd theory The “other things” do not alw aj s— or 
often — ^remain equal in real life, and so the quantity theory often breaks down 

The fact, how ci cr, that the quantit) thcor) is a simplification of the truth 
and does not alw a) s hold with great precision should not be used to damn it 
utterly If at least it indicates the genera! direction of economic bcha\ lor, 
that would be a great deal to be said in its faior Unfortunatcl) , c\cn this 
limited claim cannot bo made for the quantit) thcor) Its w caknesses hai c been 
particularly apparent in connection with attempts to interpret economic ci ents 
of the past 15 ) cars Some of the reasons for this we shall see prcscntl) 

Mention should be made of some of its more salid applications In times of 
great inflation when the printing presses arc pouring out floods of paper 
mono) the general direction of causanon is so simple that c\cn a simplified 
theor) can throw much light on the facts During rhe h)pcrinflations char- 
actmstic of some wars or periods of postwar breakdown, the quantit) theory 
rauld aid in the intcrpretauon of economic cicnts The recent Chinese and 
Hungarian inflations proiidc such examples, and so docs the 1920-1923 
German inflation Still earlier examples occur in American histor) -during 
the Revolutionar) VAr and at the time when the Southern Confederacy was 
lorced to issue tremendous amounts of paper roonc) " 
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INADEQUACILSOr THCQUMCTin THEOR 1 T OrAl SPrSDlNC NOT t ROPORTIQNAt 
1 0 THr STOCI or MON r\ 

Thequintit) of money is i capital or v» tilth item Ltkt in> itcusc: 
It m insmt of time An mstanmeous still photo or biWncc sheet ttould 
record its amount But spending (cvcludine all transfer transactions) 
represents a ) 7 eti> 0 / mcome ner tmie, a rate of dollars per daj , per month or 
per >car Dimcnsionallj speaking, spending bears the same relationship to the 
stock of monej that a flo\i of water tlirough a hi t bears to the hi c itself 

Wfc saw in Chap 3 that the interest rate relates the capital \ aliic of an asset 
and Its flow of income What is the factor relating the flow of income spcndinc 
to the stock of money? It is cas> to gi\c a name to this factor, but as we 
shall see It is not scrj helpflil to do so In fact scientists must constantly 
guard against a unncrsal human weakness which makes us impute life and 
importance into a concept just because it has rtccntd a name and has liccn 
called to our attention 

The factor relating the \olume of spending per unit time to the total stock 
of money is the rite 0 / tiinmer of imne\ or the vmme ifloan of nrciihtimi of 
vim) The total stock of money in the United States during 1947 w as about 
100 billion dollars (Tins includes coins paper currency outside the banks 
and checking deposits ) Tlic total aolume of spending on final products (in 
eluding net capital formation) was of course equal to net national product or 
to about 200 billion dollars Consequently, we can saa that theaicragc 
income 1 elocity of money w as about 2 times per > car or about 0 1 7 times per 
montli Tins means that although some coins bills and deposits were iiscii 
many times during that year, other units of moncs were not men used once- 
as the avenge rve of tumozer just indicated » 

We may summarise the definition oftheaacrage income a elocity ofcircu 

lanon or money V as follow s 


Aacrage income a clocita per year = of in come spending per year 
total a oluine of monea 

>r in sambols 


^ Piqi + P q« + 


sum pq 
M 


■ M 


f=rlTeThc„"'T't rwher ate trin, 

m Ncaa Wk C r'^Jis "doe tv of >«roor.rfeofNc« York Cty and 24 rime, a yeir 
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where M - total volume of all money 

piqi = amount spent on die first good or service 
= amount spent on second good or service 
P = average price level of output 
Q = total quantity of ouqiut per unit time 

Note that this equation is simply a definition of the velocity of circulation 
of money— nothing more and nothing less. 

So much for the definition of the velocity of money. What good does it 
do us to have introduced the concqit? The older economists, who were good 
quantity theorists through thick and thin, thought it did lots of good. Today, 
those of their ranks who are still alive are not so sure; and the new generation 
of economists tends to believe that die concept of velocity is not very useful 
and that in most circumstances of boom and depression, it may do more harm 
than good. 

It puts off answering a question by asking another question. Thus, one of 
the reasons given for the Great Depression of the 1930’s was the reduced 
velocity of circulation of money. But why was velocity reduced? To know 
that is already to know the answer to the riddle of the slump. Similarly, those 
who thought recovery could be ensured by increasing the quantity of money 
were disappointed by the unexpected decline in the velocity of the new money. 

This takes us back to the heading of the present section; or to the fact tbt 
the quantity theory is invalidated by the failure of total spending to be pro- 
portional to the quantity of money. In terms of our new concept, this concept 
may be explained as follows; the velocity of ciratlatim of vmey is not even 
approxiniately constant. It changes in boom and depression in a way that cannot 
be predicted except from fundamental factors such as savings and invest- 
ment, trade-union policy, technological innovations, the total quantity of 
money, the composition of that quantity of money, the way that money came 
into existence, and finally— to bring the list to an end— the movement and 
structure of interest rates and security prices.^ This we discuss further 
elsewhere. 

> If correct, these statements illustrate the sterility of the so-called “quantity equation of 
exchange," according to which 

MV = F(1 or 

This is a truism based, as we have just seen, on the deiinirion of V, and it should not be con- 
fused with the quantity theory, which has the merit of attempting to set up an explanatory 
hypothesis to fit facts. If, as the older writers thought, V were a constant, or if the move- 
ments of Q were such as to offset the movements of K, thereby leaving V/Q a constant, then 
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relation or MONC\ A^D SPrNDlM 10 SWING IV\1-STMEN1, VND PRICl S 
The preceding reimrks concerning the qmntity theory represent, in t 
sense T detour into the pssc Lee us conclude the second section of this chapter 
\i ith a discussion relating money to the bduv lor of the sav mgs and im cst 
ment schedules that v\ ere showai in the prev lous chapter to determine the lev cl 
of total monej spending and income 

^^c saw that the communit) s sav mg schedule depends primarilj on income 
and that when private public and foreign im estment arc at low levels then 
income and employment \v ill also be at low lev els At such times the desire 
of the uncmplo>cd for jobs and the competition of producers to sell more 
goods tend to put downward pressure on wanes and prices Some flcviblc 
prices like those of competitive agriculmral products fall a great deal But 
manj prices particular!) those subject to monopolv conditions tend to be 
relativcl) sticl > ind do not fall vet) rapidl) orver) far llic same sticl mess is 
true of wane rates and of commodities that inv oh c much labor 
All this may be summarized as follow s 


11 hen vitto/nl incme fills Jir leto^ full mplfiment k eh there is 
doutn^rd pressure on prices mid niges, hut leemse of stichiiess of 
vtoim prices mid u iges most of the Teductmi itt purclmmg pmier slums 
Itself III reduced output and mployment 

What will happen to prices when investment factors arc so favorable m 
relation to the savinir schedule that the) push national incomes near to or in 
evccM of fiill-cmplo)'ment levels? Prices will then be pushed up for two 
related reasons wane increases and ‘ bottlenecks 
When those arc no more uncmplo)cd workers available to expand output 
wages will begin to shoot up-thcreb) raising costs and prices and also 
workers monc) demand for goods Second is the increased spending b) con 

'ZIe Z '"'“'T® •>) an expansion of goods bctnic of 

bwtlenccks m plant capacity, then prices will be bid up 

Unfortunatcl) the process docs not end there Tlvc new higher price lev cl 
ill not equilibrate total supply and demand once and for all On the contrarv 
«nce the higher prices received b) businesses become in turn somebodv s 

a blind alley or possibl> a red huring Instead of ' "’"i*'’'’ 
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and prices must continue to rise. Attempts of labor to secure higher 
wages as compensation for the soaring cost of living, may only cause the in- 
flationary spiral to zoom at a dizzier speed. 

The process will come to an end only when private investment demand and 
net government spending are no longer so powerful as to push the system 
beyond full employment; and when labor keeps its monetary demands within 
the limits set by growing productivity. 

This process of inflation is beautifidly illustrated by the experience in 
World "Wbr II. The government found it necessary to spend almost one-half 
of our gross national product on war. Private civilian investment was cut down 
a lmost to nothing, taxes were raised, people were urged to buy war bonds and 
increase their savings. Nevertheless, the civilian economy still tried to spend 
more than one-half, perhaps two-thirds of its gross national income on civ ilian 
products. But less than one-half of gross product was left after the armed 
forces took what was necessary for the war. 

As would be expected from such an excess of spendmg over available 
goods, there resulted a strong tendency for prices to rise. The inflation was 
curbed only by OPA price ceilings and rationing, by Labor Board wage 
controls, and by the War Production Board’s controlled allocation of scarce 
resources. 

CONCLUSION JO MONEY AND PRICES 

The above analysis of price increases is feirly straightforward. But what 
has it to do with the amount of money? The quantity of money does not seem 
to have figured at all in this discussion. In part this is as it should be since the 
quantity of money, per se, is only one of many factors impinging on saving 
and investment. 

However, its effects are by no means n^ligible. To the extent that people’s 
consumption and saving habits dqjend not only upon their current incomes but 
also on their past accumulated particularly their “liquid” wealth— the 

amount of money is important. 

American families and corporations have accumulated almost 200 billion 
dollars of cash and liquid government securities during the war because their 
incomes exceeded what they were then able to spend. This finandal “cushion” 
may very well encourage people to spend a larger proportion of their incomes 
in the immediate postwar years. To die extent that this does take place, the 
saving schedule will have shifted downward, and there will be a tendency for 
both national income and prices to rise. 

Thus, the quantity of money does have an influence on prices. This is a far 
cry from the simple quantity theory. One of the weaknesses of that theory lies 
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KS belief that an mcrcased qosnoty of money «,11 be spent upon consume 
„on goods and senices Instead people are bkclj to buy secuntus and life 

msurance make satjngs hank deposits «iththc.rcxcessnc liquid cash or even 

imest m idle cash All this xvill Imc certain definite effects on interest rates 
and so ^^c must now turn to the subject matter of the third major section of 
this chapter 


C UONFl ^ND INTI RFSr RATFS 


three demands ron Movra 

To understand the relation between monq and interest mc must first go 
back to the important problem of dcterminintr how much monc> people an 1 
business firms will decide to hold There art three mam motiics for holdmir 


cash balances m the form of currency or chcckinc deposits tlic monej ma> be 
desired for transaction puiposcs (te as a medium of exchange) for 
precautionary purposes (te for cash needs which ma> suddenly occur) 
or for imcstment purposes (re to sene as a store of xaluc) 

T mmctm Deim iid for Mmin Let us examine the transaction motn c for 
holding money Afamil) or business firm is continuall} pa> mg out money for 
the numerous things it bu>s and intermittent!) it is rcccixing payments of 
money If these mpajments and outpajments were perfcctl) synchromred 
hardly any cash balance would ever ha\c to be held Accuall) of course such 
payments arc not sjmchromzcd Nor is it possible for an\ ofusroforcscccxacris 
w hen and in w hat amounts cash w ill be coming in and going out Because of this 
unex enness and unccnainty x\ c must keep on hand a cash balance of some mac 
nitudc Wien inpayments exceed outpayments cash balances grow when more 
is being paid out than is currcntl) coming in cash balances arc dccrcasmc 


An ordinary wage earner who gets paid $50 cxcry week will find that his 
cash balance shows a characterisnc wcekl) fluctuation Just after Saturda) 
payday It will be at a maximum equaling $50 or more If he spends his montj 
evenly during the week it will decrease at -diout the rate of $7 a day until 
finally just before payday his cash balance will again be it a mmimum-per 
haps around zero if he is not xery well oft On the axerage his cash balance is 
around $25 and each dollar lingers about half a week in his hands 
Ai^ally some people get income woel ly others cxcry 2 weel s or exen 
month some such as dividend receivers or bond coupon clippers get paid 
cicn 3 6 or P months In addition people rarcU spend their mono) eicnlj 
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over rime. Withia 24 hours after payday, one-third of the family earnings will 
often have been used to pay accrued rent or grocery bills. Each family and 
each company will work out for itself the most convenient pattern of cash 
holding and expenditure. The ratio between the average cash halancf held to 
fecilitate transactions and average income will vary with rite interval between 
income payments, with the extent to which peqtle buy on credit by “charging" 
purchases, with the rate of discount received by firms who pay their bills 
promptly, with one’s distance from dqjartment stores, and even with such 
factors as the amount charged by banks for each check. 

As a result of the complicated interplay of a thousand such factors, there 
will result at any time a certain minimum amount of cash which the community 
will wish to hold for transaction purposes. Such money is held for definitely 
predictable expenditures. 

Premtionary Motive. In addition, there will always be some further money 
paymrats which may or may not have to be made. The grocer may insist on 
having his bill taken care of at once. The family car may break down and have 
to be fixed for cash. A C.O.D. package may suddenly arrive. A farmer may 
run into a bargain in a sow. A firm’s note payable may be called in. A bank’s 
customers may draw out their money. 

Numerous other such reasons could be given for this second motive for 
holding a cash balance— in excess of vdiat is held because of the ordinary 
transaction motive. It is not easy to dedde rationally how much money should 
be held for this precautionary reastm, because from the nature of the case the 
amount of money that will be needed is uncertain. Mr. Milquetoast will keep 
a large cash or checking balance on hand for every possible contingency, hou'- 
ever remote; whereas a more optimistic person will allow for only the most 
likely events. In depression, when everyone is feeling insecure and “on edge,’’ 
people will be likely to hold relatively more precautionary money, at the same 
time that they hold less transaction money because of the decline in income, 
prices, and general business actmty. 

hr vestment Demand for M oney. The demand for money as a liquid asset is 
the most complex of all to analyze. The transaction and precautionary motives 
teU us what is the minimum amount of money that individuals wil want to 
hold. But why shouldn’t they hold more than the minimum? The answer is 
simple: A cash balarux earns no mterest or yield, whereas using the money to buy 
stocks, bonds, mortgage loans, or promissory notes will in ordinary times 
bring in a yield in the form of interest payments or profit dividends. Liquid 
cash is a noncaming asset, and most investors will prefer not to be excessively 
liquid if this means surely foregoing sane juicy interest or dividend earnings. 
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As have seen people will \Msh to hold some money for transaction 
purposes eien A^hen there is a large posimc rate of interest to be earned on 
noniiquid assets The comenience to a $3,500 a )car family of an average 
cash balance (mostly in a checking account) of, saj, $600 costs only about 
$1 50 a month m hen there is a 3 per cent per annum interest rate E^ en at 6 per 
cent interest the cost would be only $3 per month Doubtless at higher rates 
of interest a aery calculating indnidual might hesitate to hold quite so much 
mone> idle simply as a precaution against rather unlikcl) needs for cash But 
in \ lew of the com cnience of a cash balance to most india iduals the difference 
of a few dollars per month of interest w ould not be sufficiently great to worrj 
about * 


Ma^E\ ASATTMPORSRa tORM Ot HOLDINC AS FALTIl 

There is sull another reason whj pcqilc as ill on the aacrage hold cash in 
excess of income and capcnditure needs Saaings pile up graduallj But it is 
onI> com cnicnt to im cst them in lump sums lb bu> ca cn so little as one share 
®fAT &.T common stock costs almost S200 until that sum has been accumu 
lated cash will be the most com cnicnt form in aahich to hold aacaltli Wealth) 

people w ill aa ish to im cst in still larger amounts preferring to buy m 100 share 
lots rather than to pay an additional brokerage commission for socallcd “odd 
lot purchases of less than 100 shares (Large insurance companies, in order to 
keep supers isory responsibilities down to a minimum usually refuse to inacst 
in less than $100 000 blocks ) Cash tends, therefore to be accumulated until 
the minimum amounts necessary for ina estment haa c been reached 
Still another reason for holding cash is presided b> the fact diat a w ise in 
vestor will carcfoll) aaatch oacr the sccunnes in his portfolio dropping those 

cents for each check drawn then I can ai o.d 1 , f '' 

It pays me. therefore to keep m the bank not $300 e^ tS u u ““ 

than $l 000- 1 need th.s latgc a cash balance T m 

large to cover all service charges to Cct a bookkeepme credit sufficient!) 
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invest his \\ ealth m the form of cash for r/wrl periods of time This is important 
But far more important is the fact that under these same conditions many indi 
vidoals and financial institutions will permanenil} imcst part of their assets in 
the form of liquid cash Money is for them a long term store of s aluc How can 
w e account for this? 

Of course a few pathological misers will hold monc> because of a lo\c for 
the paper bills or the shiny coins A few timid widows will be distrustful of 
all investments A few black marketeers anxious to ]ca\c no records for the 
income tax collector may hoard $1 000 bills in black suitcases or safety 
deposit lockboxes 

But quantitam ely these cases ^rc usuall> rather trifling Thej do not ex 
plain why hard headed legitimate banl ers held excess cash rescTues throughout 
the 1930 s or w h> life insurance compames and prn ate im cstors did the same 
thing \^hy did these indniduals knowing that thc> had no need for such 
funds deliberately keep them in the form of noncaming liquid cash? And per 
sist in keeping them m this form o\cr a period of ) cars? 

To throw light on this question let us ask it in another form Whj 
shouldn t individuals keep a substantial fraction of their assets in the form of 
cash? 


By now the reader should be able to suppl> an answ cr Because he w ill 
saj cash cams no income How much better it w ill be to bu> securities that 
do earn a positive yield Although there arc admittcdl> few opportunities to 
invest in short run sccuntics with an advantageous yield surel> the record 
shows that there have alwa>s been longterm securities }iclding a positive 
rate of earnings 

To ippmse diij »s«or let «t tom to the hittonrf retort Donne tho 
d^oofthcl9)0s gilt-rtgc bonds did*™ somcraminEi morcis diet 

IT tt?"^ “ ’ A. ponnlty for holding 

to* the fniegonc .ntetest cotnings-oa, not nentlj so great re the 

difficulties are taken into consideration ^ 
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Moreover, there is a MJse old saying widi respect to imestment behavior 
Don t put all your eggs in one basket Therefore, c\ en if an investor docsn t 
really expect that interest rates will nse and that capital talucs will fall, or 
ei en if he has no pamcular opinion about these matters, sail if he is firseeing, 
he will fear that this may happen He may in\ est as much as half or three- 
quaners of his w ealth in diversified long term securincs But as a hedge against 
losses, a prudent long term im estor is like!} to keep some minimum percentage 
of his assets in the form of safe cash This is \er) important 
We may sum up the reasons whj people will hold money as an imestment 
as follows 

WJim the rate oj merest pmmud b) sectmlies is lou and irhen imesiors 
are vnartam as to ’whether interest rates •will contimie to be low and sreurtU 
prices cmmie to be high, then there will be a substantial investuirnf 
motvvefor the holding of liquid cash 


MONEY AND THE DETERMNATtON OF INTEREST RATE S 

The above discussion gives us one clue to the determination of the interest 
rate, or the structure of interest rates From one point of view , interest can be 
thought of as the “price of money ” (More precisely , it is the price of the use 
of money This should not be confused with our earlier usage of the concept, 
'the value of money,” which was nodiing more or less than the "geneni 
price level ’ turned upside down ) 

The late Lord I ^ynes showed how a large supply of monc\ will — other 
things being equal— t end to depress interest rate s Suppose gnld‘~;;;.nn« or 
prinang presses or the banking system have created a large amount of money 
some time in the past This money has to be held by someone If more money 
IS given to people than they find convenient or necessary for their level of 

mcomeandeN^diture,whatw,iltheydo:>Thesimplequanaty theory thought 

Aat they would spend it on consumers’ goods But this w ould pass the monev 
^ to someone else, and he, also being unwilhng to hold the "hot brick,” will 

of consumers goods will 
bid so high that people will finally need all the cvisang money ,ust for 
tmsacaon purposes So argued the quanaty theorists ^ 
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a future decline in capital values and an increase in interest rates even 
though eients had proied their last year s expectations to be xirong on this 
point 

Second the Federal got eminent was spending more than it taxed in those 
years and borrowing the difference The new supply of bonds coming on the 
market helped to keep sccurit> prices down and to I cep interest yields up 
Next to the 50 billion dollar yearly deficits of World Whr 11 the 3 or 4-bil 
lion dollar annual deficits of the New Deal da>s ma) seem trifling, but they 
loomed larger in those days and they did pro\ ide an important outlet for bank 
and insurance company funds Without this reiatn cl> safe imestmcnt outlet, 
the tremendous inflow of gold into this country during the 1930 s would 
undoubtedly hate depressed interest rates c\cn more than it did ^ 

MONEY and interest RATE DURING AND ATTER WORLD WAR II 
The history of the decade prior to our entrance into the w ar is one of slow ly 
falhng long term rates of interest with short term rates down almost to zero 
and with many financial institutions holding unprecedented amounts of idle 
cash 


The grow ing suppl> of capital funds w as not matched b> a grow mg demand 
for funds by business enterprises Juic> and nsklcss investment opportunities 
were hard to find during the depressed 1930 s especially since no smkinglv 
noble and important industries rose to prominence 
Our vast governmental war expenditures changed all this Congress failed 
to vote taxes sufficient to wage the war. and the public failed to bu> enough 
w^ bonds out of volnntar) savings to make up the difference 
But battles will not wait upon finances TTic government s needs for funds 
had to be met b> tremendous borrowing Bonds were sold to commercial 

banks and to the Federal Reserve Banks B> the creation of banl monev- 

Old Imd, of public uiri .rtiiiduid com|„„,c.-«,„ed it 

tffeeu on 1I0 mtnest We ore (oncer7re7a,o ** 
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6, 5, 4, and even 3 per cent! — have been called in and refunded at as low as 2^ 
per cent interest. This has made for a healthier structure of corporate debt and 
fixed charges. Moreover, investors have gained as common-stock shareholders 
most of what diey have lost as rentiers (interest receivers). Still the anguish 
and cries of universities and investors have been pitiful to hear. 

Early in 1948 it began to look as if the easy-money era might be rouning 
a comer. The Treasury and Federal Reserve authorities, because of their 
worry over postwar inflation, permitted short-term interest rates to rise a 
little. They also permitted long-term government bonds to fall in price from 
the high previous levels of 103-106 down to nearly 100, or par. This meant a 
rise of the long-term interest rate from 1% to per cent, and an even greater 
rise of interest yield of industrial bonds. 

Will the authorities push such monetary policies even farther? What is the 
eflPect on commercial banks and central banks? on the management of the 
Federal debt? The next two chapters will help in understanding these important 
questions. 


SUMMARY 

This chapter has covered much important ground. For this reason, a rather 
extensive listing of the points covered may be helpful. 

A. PRICES 

1. When prices change in periods of inflation or deflation, they do not all 
change in exactly the same degree. Instead of being neutral, such price changes 
have definite real effects on the economic system. 

2. In times of inflation, debtors and profit receivers benefit at the expense of 
creditors and fixed-income groups. Deflation has opposite effects upon the 
distribution of income between economic classes. 

3. Aside from causing transfers between economic groups, deflation acts to 
reduce the total of national production and employment. Until it becomes ex- 
cessive, inflation tends to expand employment and output, because the lag of 
costs behind prices stimulates industrial expansion. 

4. Ideally, therefore, we should aim for stable or slowly rising prices, with 
money wages rising even more rapidly as the growth of productivity makes 
higher real wages possible. 



mone\ and interest rates 


307 


B MONEY AND PRICES 

5 There are three kinds of modem money small token coins (or smaU 
change), fiat paper currency issued by die government and its Federal reserve 
system, and demand bank deposits subject to check Being convertible into 
each other at par, all of these have the same value unit for unit, independently 
of the trifling paper, ink, and metal costs involved in each 

6 The value of money, which is nothing but the reciprocal of the average 
price level, is determined like the value of everything else by scarcity of its 
supply in relation to the demand for it If unlimited billions of $1,000 bills are 
issued and spent, they uould bid prices up indefinitely, even if they are fully 
backed by gold By contrast, even a purely paper currency will have high 
value despite its lack of gold hacking, so long as its supply is rigidly limited 

7 The quannty theory of money is a special, simphfied doctrine, according 
to which pnees and the quantity of money are directly proportional The 
quantity theory would be vahd only if prices were proportional to total 
spending, and if total spending were prqportional to the amount of money ^ 

Today, while granting its occasional vahdity, most economists do not accept 
the quantity theory except with copious grains of salt They remember long 
years during the 1930 s when changes m spendwg resulted primarily in changes 
in output and not in prices And they also remember how in those same years, 
increases m the amount of money resulted in no corresponding changes in 
spending because the selocity of cuculanon of money would not remain 
constant 

8 Instead of the quantity theory, emphasis is today placed upon the height 
of private public, and foreign investment relative to full-employment savings 
If these autonomous factors fall far short of foil employment savings, then 
income and employment will be low and there will be downward pressure on 
prices If the investment factors are strong enough to push the system npor to 
full employment or beyond, there is a tendency for pnees and w ages to rise— 
perhaps in a cumulaave, vicious spiral of inflation 

9 The quantity of money is only one of many factors affecting the balance 
of saving and investment described in the previous paragraph Only to the 
extent that the commumty s propensity to save out of a given income is shifted 
downward will there be any influence of money on prices and demand— or to 
the ewent that increased supplies of money may lower interest rates slightly 
and thereby increase investment and income 


‘ Or if the 
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C. MONEY AND INTEREST 

10. The demand for money can be split into three components : a transaction 
demand, a precautionary demand, and finally an investment demand. 

1 1 . The last of these is the most complex, and depends most upon the rate of 
interest. The higher the rate of interest, the less money 'will people be ’willing to hold 
as an investment. Because of uncertainty concerning the safety and future prices 
of securities, investors will often wish to hold some idle cash even though this 
seems to involve giving up an interest return on their assets. 

12. When money in a community is so scarce that it barely suffices to 
satisfy the transaction and precautionary motives, interest rates tend to be high 
and short-term interest rates are often as great as long-term rates. But suppose 
the supply of money is greatly increased — by government action, bank action 
or because of gold mining and imports. Then instead of spending the surplus 
money on consumption, people tend to use it to purchase securities. Unless 
there is a brisk demand for investment funds, the new money will bid up secu- 
rity prices and lower interest yields. 

Short-term rates fall first and farthest, often until their level is practically 
negligible. Long-term rates finally begin to decline; but they do so slowly 
because investors, remembering previous higher interest levels, fear (or hope) 
that the deaease in rates is only tonporary. 

13. The theory of liquidity preference explains how— with other things 
being equal!— an increase in total money tends to depress interest rates. 

14. Today the long-term rate on safe investments is do-wn to per cent 
or below, but it took more than a decade to get it there. The interest return 
on each dollar is at an all-time low, but the war has so swollen the total number 
of bonds that interest receivers are getting more total income than ever before 
in all history. 


QUESTIONS FOR DISCUSSION 


1 . If you were sure of inflation ahead, what are some of the things you might do to 
protect yourself against it? 

2. List some of the dramatic happenings that go with galloping hyperinflation. 

3. “A depression is really a great time of opportunity, for him who will recognize 
it.” Comment. 

4. Distinguish carefully between inflation, prosperity, deflation, depression, hyper- 
inflation, technological cost-price reduction, etc. 
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5 Someumes wages or loan contracts are e\pressed m terms of a sliding scale 
rather than in terms of fixed money How would you use an index of the cost of living 
to protect workers against a change in real wages due to price level changes’ How 
would you do the same thing with respect to an I O U ’ 

6 Take inventory of the diflferenc kinds of money m the pockets of the class 
members Make up a table What about checking deposits’ Estimate the velocity of 
circulaaon of money from the average class quanaty of money and average weekly 
expenditure 

7 Why are checks used as often as they are’ Why not more often’ Trace the 
history of a check that you send to your broker w hen you buy one share of A T &.T 
stock at $175 per share Suppose that your broker is 1,000 miles away 

8 Twenty five years from now when nauonal income may be 400 billion dollars, 
what do you think our money supply will look like’ What about the value of a dollar, 
or the pnce level’ 

9 A man spends half his income on one loaf of bread, half on one dozen hyacinths 
The price of bread doubles, while the price of hyaanths halves Compute an index of 
the cost of living (a) using the “before situauon as 100, {b) using the “after ’ situa 
uon as 100 Why is there a difference’ If so, which — ^if either — ^is right’ 

10 “The quantity theory is highly oversimplified But in umes of inflauon it comes 
into Its own, and in these times it is so important that we should preach the quantity 
theory in season and out of season ’’ Discuss 

11 Two identical twins have idenacal incomes and wealth One has half of his 
wealth in cash and half in liquid government bonds The other has nine tenths in cash 
and one tenth m bonds Will their propensities to consume be significantly different’ 
their respective velocities of circulation of money’ 

12 Make an outline showing the moaves for holding money When the race of 
interest is near zero, why does the demand for money become indefinitely large’ 

13 Lord Keynes believed that the decision to consume or not consume (save) is 
quite different from the decision to hold cash or other forms of wealth Do you agree’ 
Which of these deasions depends primarily on the interest rate’ 



Chapter 14 ; fundamentals of 

THE BANKING SYSTEM AND 
DEPOSIT CREATION 


THE outstanding importance of bank deposits as part of the community’s 
money supply has already been discussed. This chapter continues the discus- 
sion in two distinct parts. In the first, we must examine briefly the important 
fects and functionings of the modem banking system, showing how the present- 
day commercial bank gradually began to keep only fractional cash reserves 
against its deposits; in the second part, an attempt is made to describe simply 
and clearly how the banking system “manufactures” bank deposits. 


A. NATURE AND FUNCTIONING OF THE 
MODERN BANKING SYSTEM 

THE PRESENT STATUS OF BANKING 

Today there are about 14,000 banks in the United States that accept checking 
deposits. Only about a third of these banks are national banks, the rest being 
under state supervision. All national banks are automatically members of the 
Federal reserve system, and in addition most of the larger state institutions are 
Federal reserve members. Although this still leaves more than half of all the 
banks which are not members of the Federal reserve system, they are suffi- 
ciently small in size so that their total deposits are only about one-fifth of the 
310 
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total * Moreover, since 1933 almost all commercial banks, state or national 
have had their deposits (up to $5,000) insured by the FDIC (Tederil Deposit 
Insurance Corporation) 

Unlike England or Canada where a few large banks with hundreds of 
branches are dominant, the United States has tended to rely upon many indc 
pendent, relatively small, localized units " Until fairly recently, almost anyone 
could open a bank w ith relatu el) limited capital It is not surprising, therefore 
that the American history of bank failures and losses to depositors has been a 
grievous one Indeed, only about one-half the banks in existence in 1915 arc 
still sohent, c\en in prosperous 1929, long before the Great Depression, no 
less than 659 banks with estimated total deposits of 200 million dollars failed 

Although the primary business of commercial banks is to rccen e demand 
deposits and to honor checks drawai upon them, we shall sec that they usuall) 
branch out and perform a variety of other functions m competition w ith other 
financial institutions Thus, they usually accept sasings or time deposits — 
theoretically withdrawable onl) after 30 days’ notice— but in fact usually 
withdrawn (by their owners) on demand In taking on such a funcuon, the 
commeraal banks are, in parts of the country like New England, competing 
with the so-called “mutual sasings banks ’ which accept onl) time deposits, 
almost any w here in the country they arc competing w ith cooperatu c building 
and loan societies and postal sasings In selling money orders or traselcrs 
checks, the banks are competing w ith the post office and w ith Western Union 
In handling “trusts and estates, dic) oacrlap with imestmcnt counselors, 
executors, and other fiduciaries 


Furthermore eaen in lending money to indwiduals and businessmen, the 
bmks are competing widi finance companies, and with so-called “factors ’ 
who provide corpoiations with working capital (r g , the Commercial Credit 
Corporation) In bii) mg bonds, mortgages, and other securities, the banks are 
in competition with insurance companies and other investors ® 

The commercial banks are by no means, dierefore, our only financial insti- 


rh ’ S"’' f '"embers ni 

the I ^eral rescr%c clearinghouse s) stem and ire iblt to use this kc 
on other banks 


(.rtlicitss do belong to 
ICC m handling checki 


panies control many banks in Mmncmti and W »lnsm bL bfa’ d I ‘'u 

distrust of big finance has caused legislatures to r ^ f ° American 

« Massachusetts and Xnri ‘'"‘"'‘'nB 

such low rates and favorable rcmis as' m '^oet « 

companies commercial insurance 



312 


BANKING SYSTEM AND DEPOSIT CREATION 


moons. But, by definition, they are the only organizations able to provide 
“bank money,” i.e., checkable demand deposits which can be conveniendy 
used as a medium of exchange. Therein lies that primary importance and chief 
economic interest. For, except widi respect to this unique function, die 
modem American commercial bank seemed at the war’s end to be gradually 
becoming hardly more than a holder of government bonds — an indirect agency 
by means of which business and the public hold the great public debt.^ 

Since V-E and V-J days, bank loans have had a considerable increase, 
largely to help business, farmers, and the public finance the large volume of 
postwar activity, carried on at high postwar price levels. Interestingly enough, 
in recent years commercial banks have begun increasingly to make “term 
loans” of more than a year’s duration, thus refuting the belief of those theorists 
who believe that banks shall provide only short-term, 90-day seasonal credit. 

CREATION OF THE FEDERAL RESERVE SYSTEM 

Two days prior to the last Christmas preceding the outbreak of World 
I, the Federal Reserve Act was passed by Congress and signed by President 
Wilson. The panic of 1907, with its more than usual epidemic of bank feilures, 
was the straw that broke the camel’s back: the country was fed up once and 
for all with the anarchy of unstable private banking. After half a dozen years’ 
agitation and discussion by both the Republican and Democratic parties, the 
Federal reserve system was formed — ^in face of the opposition of the large 
banks and of bankers’ associaticms. \ 

The country was divided into 12 Federal reserve districts, each with its own 
Federal Reserve Bank. The initial capital of each bank was subscribed by the 
commercial bank members of the Federal reserve system; and so vmmlly 
they are each corporations owned by the “Member Banks.” All are coordi- 
nated by the 7-member Board of Governor of the Federal reserve system in 
V^hshington.* 

When the system was first established, numerous petty “checks and 
balances” were written into the law, largely on the basis of a number of now 
1 By the beginning of 1947, bank holdings of government securities were more than three 
times as great as their loans, and interest on these securities covered practically all their 
running expenses. Whereas loans formed more than half of bank assets in the 1920’s, by 
the late 1940’ s, they were down to only about a sixdi, of which only about one-half repre- 
sented agricultural or Industrial loans. 

* There is also a 12-man Federal Open Market Committee, consisting of 5 representatives 
of the 12 districts as well as the 7-man Board of Governors. In addition a Federal Advisory 
Council, consisting of a representative selected by each of the 12 banks, can make sugges- 
tions but is without legal powers. 
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obsolete theories about money and because of the then prevailing fear of 
centralized banking authority It was another example of what is so common 
in our history the desire of the Amencan people to go swimimng without 
going near the water "Ws wanted, we desperately needed a central bank, 
yet we were afraid of the concqpt Therefore, a compromise bill m as passed — 
dividing the country up into 12 separate distncts, providing for six directors of 
each bank to be appointed by die vote of the Member Banks and three to be 
appointed by the Board of Governors, requiring three of the local six directors 
to be bankers and the other three to represent business, industry, and agri- 
culture, respectively, providing 14-year terms for governors, Innn-ing the 
Reserve Banks to certain speaal types of loans, and preventmg them from 
buying bonds directly from the government, etc 
Today none of these restrictions is of primary importance Again and again 
Congress has modified the original act whenever one of these restrictions 
stood in the way of the needs of the time Let us examine, therefore, the 
effective realities and present status of the Federal reserve system 
It consists of a Board of Governors with wide powers who work very closely 
with the President and the Treasury, and who have in effect 12 branch oflSces 
throughout the land Although the Member Banks nominally own the Reserve 
Bai^s in fact no profits over 6 per cent of the original capital may be paid out 
TO Member Banks, and almost all excess earnings are paid mto die U S 
Treasury Although the Reserve Banks have been enormously profitable, the 
public interest and not profit is their goal, and many of their most important 
dehberately adopted in the full knowledge that they will involve 

The detail^ fiincti^ings of the Federal Reserve Banks is reserved for 

banks for bankers and for the government Most of the Federal taxes and 
expenditures pass through the Reserve Banks The Member Banks h^Zr 
cash reserves on deposit in the nearest Reserve Bank, and look to it for helo 

m time ofcrisis and for leadership at aUtmies ° to it for help 
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life insurance possible assures the banker that the larger his bank and the more 
nunierous his independent depositors, the smaller need this fraction be 

HOW BANKS DEVELOPED OUT OF GOLDSMITH ESTABLISHMENTS 

All these facts are so much taken for granted by every modem banker that 
he is hardly aw are of them But it was not alw ays so Commercial banking is 
usually assumed to have begun with the anaent goldsmiths w ho developed the 
practice of storing people’s gold and valuables for safekeeping At first such 
establishments were simply like parcel checkrooms or warehouses The de- 
positor left his gold for safekeeping, was given a receipt, later presented that 
receipt, paid a small fee for safekeqiii^, and got back his gold 
Quite obviously, however, money is wanted only for what it will buy, not 
for Its own sake Money lias an anmymous quality, so that one dollar is just as 
good as another, and one piece of pure gold as good as another The goldsmiths 
soon found it more convenient not to have to tag the gold belonging to any one 
individual so as to be able to give to him upon request exactly the same piece of 
gold that he had left Instead, the customer w as quite willing to accept a receipt 
for an Mount of gold or money of a given valve, even though it was not the 
Identical particle of matter that he had actually left 
This IS important Therein lies a sigmficant difference betw een today’s bank 

andacheckroom or w^ehouselfl check my bag at Grand Central Station and 

latM see someone walking doivn the street with that same suitcase, there is 
^othmg for me to do but call my lawyer and sue the railroad company If I 
in^k my mmals on a ?10 bill, deposit it m my bank account, and later nonce 

tvDiiv foe 7 estabhshments which are supposed to 
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profit, and m so doing usurping die constitutional monetary prerogatives of the 
government Finally, it is the only system of banking in which the banking 
system is neutral, neither creating money in erne of boom and thereby adding 
to inflation, nor contracting the money sni^ly in ames of pamc and depression 
and thereby adding to deflation, bankruptcy, and unemployment 
We cannot appraise the value of dus reform until we have examined the 
nature of modem banks operating with only fractional legal reserve ratios 

MODEHN FKACnONAL RESERVE BANKING 


Let US return to our early goldsmith banker to see how modem banks 
gradually evolved If he were an alert fellow, he would soon notice that, al- 
though his d^osits are payable on demand, they are not all w ithdrawm together 
He w ould soon learn that, although 100 per cent reserves are necessary if the 
bank is to be hquidated and all depositors to be paid off in full they are not at 
all necessary if his bank is a “going concern ’ New deposits tend to halanr-P 
withdrawals Only a htde till money, perhsqis less than 2 per cent, will ever 
be needed in the form of vault cash ' 

At first he probably thought dus discovery too good to be true Then per- 
haps he recalled the story of a rival bank m which a dishonest clerk ran off 
w ith 95 per cent of the bank s cash reserve-and the fact was never discovered 
for 50 years No one ever had occasion to go to the back rooms of the vault 
teuse all withdrawals w ere financed by recendy deposited money held in the 
front vaults' 


We can imagine our intelligent banker-at first cautiously-begmmng to 
acquire earning assets widi some of the cash entrusted to his care Everything 
works out all right, depositors are soU paid off on demand, and the bank has 
made some extra eamngs Gradually the banker no longer feels it necessary 
m conceal from jus depositors what he is doing If a depositor complains. 7e 
banker retorts, Your money is safe If you don’t like my way of doing busi 
ness, you are at liberty to withdraw your fiinds Besides, havm’t you noticed 
at the new method of fractional cash reserves has enabled me to lower my 
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local businessmen who need more capital to buy new tools, buildings, and 
inventories. Such capital formation benefits consumers because they get better 
goods for lower prices. It also creates jobs for workers.” 

Little wonder, therefore, that all banks should have begun to invest most of 
the money deposited with them in earning assets and to keep only fractional 
cash reserves against dqjosits. Indeed, as long as business confidence remains 
high, and provided the managers of the bank are judicious in their choice of 
loans and investments, there is m reason why the bank should keep nmh more 
than 1 per cent cash reserves against deposits. 

What if the banker makes a mistake in his investments? Since nobody’s 
judgment is perfect and since all investments involve some element of specula- 
tive risk, this is certainly a possibihty that must be reckoned with. To lessen 
the possibility of extreme losses, the banker can try to diversify his investments 
as much as possible, so as not to put all his eggs in one basket. More than that, 
a conservative bank will have a considerable amount of capital put up by the 
stockholders. For example, capital stock may have been issued equal to 10 
per cent of demand deposits. Then, even if all the bank’s assets are in earning 
investments rather than in noneaming cash, the depositors are protected against 
all capital losses that do not exceed 10 per cent of the bank’s investment 
portfolio. In ordinary times, this would be quite sufficient so long as the bank 
confines its activities to gilt-edge bonds, well-investigated mortgages, and con- 
servative business loans. 

There is only one last requirement that the bank would have to meet if we 
are to give it an A-[- in deportment. The management must watch the general 
trend in the growth of its deposits to make sure that the city in which it is 
located is not becoming a “ghost town” and that the bank is not losing deposits 
steadily over a long period of time. If this were the case, the bank’s investment 
portfolio would have to be arranged so that it consisted of securities and loans 
that could be gradually liquidated over time and converted into cash to meet 
depositors’ withdrawals. 

Even if the bank is not a declining business, prudent managers must still 
protect themselves against a temporary surge of withdrawals. To hold cash 
against such a contingency would be costly, since cash earns no yield. They 
will usually decide, therefore, to hold in their portfolios as secondary reserves 
some securities that always have a ready market and can be liqiudated at short 
notice. Government bonds serve this purpose admirably. Short-term bonds 
(called notes, bills, or certificates) vary little in value and can be liquidated 
simply by not buying new ones as the old ones come due every 90 days or 
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12 months But c\ cn long-term gotemment bonds, A\ith 30 years of life before 
thej mature, can sene as secondary rcser\es m normal tunes, because they 
can alMa>s be transferred to some other bujer at the quoted market price • 
Tlic important thing in this connection is not the dale of imtunty of the bond 
or loan, but rather how “shiftable” the asset is to some other investment m- 
sutution Tlius, a 90 day loan to a local merchant, which is nonshifbble, is 
intrinsically less appropriate as secondary reserves than a 90-year gilt-edge 
bond traded on an organized securities exchange 


THE Dll rnatNcn between a bank and any corporation 
The aboa c precepts of sound banking practice are quite simple and under- 
standable They are a little harder to carry out m practice than to state in 
principle, but the same is true of most sage prescriptions concerning sound 
investing and w ise In ing 

Wh have seen what the differences are between a bank and a checkroom 
What, if an>, are the differences between a bank and any corporation? To 
say that economists like to call bank demand liabilities money is not to say 
sery much— after one has abandoned the stnet quantity theory To say that 
bank operations affect the totals of investment, purchasing power, and employ- 
ment IS nothing that cannot be said equally of public-utility companies, of 
mmuficturing enterprise, and of the stock market That the lifetime savings 
of widows, orphans, and the public depend upon the solvency of the banks 
CTn with almost equal truth be said of insurance companies, of government 
bond borrowings, and of trust and holding companies 
If we compare a “going and growing” bank with any corporation, the sur- 
prising thing IS not how little cash reserves die banks keep, but that they keep 
any at all (m excess of till money requirements) As long asfivmmal skies are 
the same logic that compels the almdmnent of a systetn of 100 per cent 
reserves argues m favor of negligible reserves' 
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posits.^ More precisely, Table 3 gives the present-day legal reserve require- 
ments of all member banks of the Federal reserve system. 


TABLE 3. Legal Reserve Rates far Federal Reserve Member Banb* 
March, 1948 



Reserve rates 
against demand 
deposits, 
per cent 

Reserve rates 
against time 
deposits, 
percent 

Ointral Reserve City Banks (New \brk and Clu- 

22 

6 

Reserve City Banks (large and mediDm dries) 

20 

6 

Ocher Member Banks (small town or country) — 

14 

6 


* Before 1936, reserve requirements were for a long time 13, 10, 7, and 3 per cent instead 
of the present 22, 20, 14, and 6 per cent. Early m 1948 the Reserve authorities had power 
from Congress to set maximum reserve requirements of 26, 20, 14, and 6 per cent— or twice 
the predepression levels. In Chap. II, we shall see how the Federal reserve authorides can 
vary reserve requirements as a weapon of monetary control. 

If, as has just been argued, reserves seem to be largely unnecessary, why arc 
there such legal requirements? And why, in all logic, should the so-called 
“time” or “saving” deposits of banks only require a 6 per cent reserve ratio? 
Although these are theoretically withdrawable only on 30 days’ notice, they 
are in fact paid on personal demand. Surely no bank that can be solvent in 30 
days can really be bankrupt today. Moreover, more than any other form of 
investment, savings deposits embody the wealth of the very poor, and their 
safety is of primary social importance. 

PARADOXES OF FRACTIONAL RESERVE BANKING 

A partial answer to our paradox arises from the fundamental fact that 
fractmal reserve bankirg is essentially an unstable, “fair-weather” business. 
So long as all depositors do not want to withdraw all their deposits at one and 
the same time, they are free to have dieir money on demand. But as soon as 
they all care to exercise this right simultaneously, no one can have his money! 

1 English banks are required by force of custom rather than law to keep about 8 to 10 
per cent cash resen’es, and, if possible, another 20 per cent in the secondary form of short- 
term government and private “bills” (highly endorsed, secured, and negotiable, short-term 
promissor>' notes). 
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A single bank can weather a bank run by shifting its assets on to some other 
financial instimtion and thereby converting them into cash 
Especially m time of finanaal panic all banks together cannot meet a general 
run by liquidating their portfolios There is then no one — except the govern- 
ment— to whom their earning assets can be shifted, no w ay of transposing 
them into cash to meet depositors withdrawals, no way to keep even die 
strongest and most conservative bank from becoming bankrupt 
This perverse situation is made all the w orse because of a similar perversity 
on the part of depositors As long as they know they can have their money from 
the bank, the depositors don t w ant it As soon as they know (or suspect) that 
they can t withdraw their money, they insist on having it' But when all act 
upon this fear or suspicion, they unwittingly transform it from an unfounded 
rumor into actual reality 

This IS borne out by the history of private banking Both here and m Eng- 
land It IS a history of periodic ensis, panic, and bankruptcy ^ When the foul 
storm blows, all banks are bowled over, and, afterward only the strongest 
institutions are able to get back on their feet The w eaker ones are gone forever 
and with them part of the depositors money 
It IS against such financial contingencies that the custom of requiring legal 
reserves against deposits grew up As a result, modem private banking is an 
uneasy annprmtse oj elements vihtch are urniecessar^ if the sim is shining and in- 
stiffiaem if It IS not In time of financial panic, no private banking system with 
less than 100 per cent cash reserves wiU do, certainly not one with 10 or 20 


^ -ioH- of depo.. became inaoW m 


ccuu reserves-as me bank crisis of 1933 shows In nornial times when 
money can be ^fely invested at a profit, there ,s no good reason for requiring 
nonearmng cash resenes of anywhere near the legal amounts 
feif^n "T'" requirements can concenably cause more banks to 
fell than otherwise Because banks had litde excess reserves prior to the crisis 



322 BANKING SYSTEM AND DEPOSIT CREATION 

nonce. Except for loans on polides, they were largely able to meet all demands 
for cash from the new business coming in. 

Even a bank with cash reserves far in excess of legal requirements can be in a 
very bad condition if the true value of its earning assets has fallen far enough 
below their cost. The extra cash reserve may enable it to put up a bold, false 
front and best a psychological bank run. (For this purpose the best strategy is 
always to maintain a cheerful countenance and to pay out money gladly and 
freely to all comers in the hope that this will allay their doubts and fears and 
end the panic.) But still from a long-run standpoint, the bank may be com- 
pletely insolvent. 

Making the bank hold extra dollars of cash is a very indirect and somewhat 
ineffective way of protecting depositors from suffering when banks experience 
losses on their earning assets. All that can be said for this method is that each 
dollar hdd in cash is at least safe from loss. Sound principles of bank manage- 
ment and bank regulation imply infinitely more— and possibly less— than this. 

MAKING BANKS SAFE 

Perhaps this is a rather gloomy picture. Certainly if one reviews the history 
of private, small-scale nineteenth-century banking, there is plenty of gloom to 
be found in it. However, the above remarks are not still fully applicable be- 
cause today we no longer have a purely private banking system. All countries 
have long recognized that banking is one of those activities “affected with 
public interest’’ and in need of government control. They have created central 
banks, like the Federal reserve system and the Bank of England, to correct the 
intrinsic instability of laissez-faire banking. All the monetary and fiscal 
powers of the government’s Treasury Department are used to keep financial 
panics from developing and to stem them when they do. In addition, through 
bank examinations and by enforceable rules, the freedom of behavior of bank 
management is narrowly limited. 

The successive steps taken by government to modify the instability of 
laissez-frire banking can be briefly described: 

1 . Regulation of Bank Formation and Activity. For decades, either the state 
or Federal authorities have sec down the conditions under which banks could 
be formed — the minimum amount of capital they must have, etc. Bank e.x- 
aminers periodically scrutinize the composition of bank assets and pass on the 
bank’s solvency, always keeping in mind that an ounce of prevention is worth 
a pound of cure. 

2. Formation of Federal Reserve System. The next great forward step was 
the establishment of central banks, whose primary function is to stand as a 



THE CREATION OI BANK DEPOSITS 


323 


Rock of Gibraltar m tune of panic, to be ready to use the full monetary pou ers 
of the gos eminent to stem collapse of the banking s j stem The other sub 
sidiary, but important, functions of a central bank ^\lll be discussed later 
3 Gffvenmimt hmrwce of Bank Depostts One of the most important 
government bank reforms is also one of the most recent Following the bank 
ensis of 1933, the FDIC was set up to insure the safety of all bank deposits 
up to $5,000 All banks u hich are members of the Federal reserve system must 
belong, and most state banks also do belong In return for a > carl) payment by 
the banks, uhich varies with their total deposits, all their customers are com- 
pletely protected against any loss (up to $5,000) e\en if the bank should go 
bankrupt 


The importance of this measure can hardly be exaggerated It w ould be 
absolutely wrong to sa) that bank bankruptcy is no longer a danger But, 
certainly, there need never again be unnersal bank runs From now on banks 
will be closed up by bank examiners and go\emment authorities, and not b> 
the pamcky behavior of depositors whose fears bring on the very contingency 
they are most afraid of A single bank need no longer fear that its reputation 
like that of a good w oraan, is compromised simply by being accused, regardless 
of the truth of the charge 


How IS government action able to bring about this important change, with- 
mt which our system of small unit banking would remain perilously unsafe? 

First, by relymg on thecomforang basic prmciplcundcrlying all insurance, 7 e 

by being able to average out and cancel off large scale probabilities Second 
and most important in view of our man) earlier warnings diat depressions can- 
not be insured against by ordinary actuarial methods, is the fact that the 
gov^t can (and must') use its bomdkss nmgnuy monetary pomers to 
avert collapse whenever a real financial crisis should arise 


B THE CREATION OT BANK DEPOSITS 

CAN BANKS REALLX CREATE MONEY? 
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Actually, there is nothing magical or incomprehensible about the creation of 
bank deposits. At every step of die way, any intelligent person can follow what 
is happening to the banks’ accounts. The true explanation of deposit creation 
is simple. What is difficult to grasp are the false explanations still in wide 
circulation. 

According to these felse explanations, the managers of an ordinary bank are 
able, by some use of their fountain pens, to lend several dollars for each dollar 
left on deposit with them. No wonder practical bankers see red when such 
behavior is attributed to them. They only wish they could do so. As every 
banker well knows, he cannot invest money that he does not have; and any 
money that he does invest in buying a security or making a loan will soon leave 
his bank. 

Bankers, therefore, often go to die qpposite extreme. Because each small 
bank is limited in the way it can “create money,”‘.,they sometimes argue that 
the whole banking system cannot create money. “After all,” they say, “we 
can invest only what is left with us. Vik don’t create anything. We only put 
the communities’ savings to work.” Bankers who argue in this way are quite 
wrong. They have become enmeshed in our old friend, the fiillacy of composi- 
tion: what is true for each is not true for all. The banking system as a whole 
can do what each small bank cannot do!’ 

Our answer then to the question of this section is in the affirmative. Yes, 
the banking system and the public do, between them, create about $5 of bank 
deposits for every dollar taken out of circulation and left in the banks. Let us 
see how. 

HOW DEPOSITS ARE CREATED 

^ We begin with a brand-new deposit of $1,000 which is brought to a hanlr 
Now, if banks were to keep 100 per cent cash reserves, like the old goldsmiths, 

TABLE 4(t. Original Bank in Initial Positim 
Assets Liabilities 

Cash reserves -kJLOOO Deposits -1-$1,0(X) 

Total -klLOOO Total +$1,000 

they could not create any extra money out of a new deposit of $1,000 left with 
them) The depositor would be simply pving up $1,000 of currency for a $1,000 
checking deposit whenever he brought his money to the bank. 

The change in the bank’s balance sheet, as far as the new demand deposit 
is concerned, would be as shown in Table 4a. 



the creation or bane deposits 325 

m bank has not created th.s deposit dme The cnstomcr had to be ^ .Ihng 
to make the deposit Once he took the initiate e, Je bank ^^as » 

accept a checking account from the customer Together the bank and Je 
pufalmhave “created * $1,000 ofbmik money or deposit But there is no multi- 
pie expansion, no 5 for 1 or anything else So long as the banks k^ ITO per 
cent reserves, the grouth of bank money is lUst offset by the decline of cur- 
rency m circulation 

'Suppose nou that the bank does not have to keep 100 per cent res^es 
Suppose that the lau requires it to keep only 20 per cent legal resen cs ,(lt can 
always keep larger resenes if it wishes to, bnt if there are many outstanding, 
relatively safe, interest-yielding government bonds or numerous profitable 
lending opportunities, the bank will not find it profitable to keep much more 
resen es tbn the law requires ) 

(^What can the bank now do> Can it expand its loans and investments by 
$4,000 so that the change in its balince sheet looks as shown in Table 

TABLE Impossible Sihiatm for Single Small Bimk 

Assets Liabilities 

Cash reserves +$1,000 Deposits +$5,000 

Loans and investments + 4000 

Total +$5,000 Toni +$5,000 


The answer is definitely “no" A^Tiy not* Total assets equal total liabilities 
Cash reserves meet the legal requirement of being 20 per cent of total deposits 

True enough But how does the bank pay for the investments or earning 
assets that it buys* Like everyone else it writes out i check— to the man vv ho 
sells the bond or signs the promissory note If all such people would promise 
not to cash the bank’s check— or what is the same thing, to hold all such money 
frozen on deposit in the bank— riicn, of course, the bank could buy all it w ants 
to without losing any cash 

In fact, no one borrow s money at 6 per cent just to hold it all in the bank 
The borrower spends the money on labor, on materials, or perhaps on an 
autfflnobile The money w ill very soon, diercfore, hav c to be paid out of the 
bank And if the bank is only one of many serving that city, county, state, and 
country, only a fraction of the sums withdrawn will ever come back to the 
original bank m another customer’s deposit ^ 

This loss of cash by a bank expanding its investments is even more clearly 
seen if the bank buys a bond rather than makes a local loan Tlve man who 
sells to a New England bank a United States government bond through a New 

York brokerage house may himself live in Columbus, Ohio He puts the check 
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that he receives in his own bank. This Cohunbus bank, of course, presents the 
check— through the Federal reserve ciming system— to the New 
bank for payment. The New England bank loses cash, or what is the same 
thing, loses part of its legal reserve deposit at the (Boston) Federal Reserve 
Bank, (Go back and read this paragraph over again until you are sure you can 
follow the various steps.) 

(a bank cannot eat its cake and have it too. TTie New England bank ratmnt 
buy a bond and keep its cash at the same time.) Table gives, therefore, a 
completely false picture of what an individual bank can do. 

Must the bank, therefore, behave like the 100 per cent reserve goldsmith 
bankers? Of course not. ‘Although die bank cannot jack its deposits up to five 
times its cash reserve, it certainly can reduce its cash down to one-fifth of its 
deposits. Nothing is easier. For, as we have just seen^all it has to do is buy 
$800 worth of earning assets — bonds, loans, or mortgages. In a day or so it will 
lose practically all this cash as its diecks come back for payment. Now its 
balance sheet will be as shoum in Table 4c.) 

' TABLE 4c. Original Bank in Final Position 
Assets Liabilities 

Cash ... +$ 200 DeposiB +$1,000 

l.oans and investments . + 800 

Total. . . +$1,000 Total +$1,006 

As fiir as this first bank is concerned, wc are through. Its legal reserves are 
)ust enough to match its deposits. There is nothing more it can do until the 
public decides to bring in some more money on deposit.. 

But the banking system cannot yet setde down. The people who originally 
sold the bonds or borrowed from the bank will presumably deposit the proceeds 
in some other bank or pay them out to someone else who will make such a 
deposit. Our original bank has thus lost $800 to some other banks in the 
system. If we lump these all together and call these “second-generation banks,” 
their balance sheets now appear as shown in Table id. 

TABLE id. Second-generation Banks in Initial Position 


Assets Liabilities 

Cash +$800 Dqwsits +$800 

Total. ... +1800 Total +$io 


' Of course, these banks are scattered all over the country. (Our original 
bank might even constitute a small part of the second generation as a few of its 
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checks fell into the hands of its ovvn depositors ) To these banks the dollars 
deposited are just like any other dollars, just like our original deposit, these 
hanks don’t know and don’t care, that they are second in a chain of deposits 
They do know, and they do care, that they are now holding too much non- 
eaming cash Only one fifth of $800, or $160, is legally needed against $800 
deposits Therefore, they can, and will, use the other four fifths to buy $640 
worth of loans and investments, so that in a few days, their balance sheet will 
have reached equilibrium as shown in Table 4e So much for the second genera- 


+$800 


TABLE 4e Fmal PostUon of Second genciation Banks 
Assets Liabilities 

Cash +$160 Dqxisits 

Loans and investments + 640 

Total +$800 Total +'$800 

non banks ^ 

I Thus &r, the original $1,000 taken out of hand to-hand circulation and put 
into the banking system has gnen nsc to $1,000 (first generation deposits) 
plus $800 (second generation deposits) The total of money has increased, and 
the end is not yet m sight 1 

(For the $640 lost b> the second generation banks will go to a new set of 
banks called the “third gcncntion banks ’jThe reader should by now be able 
to fill in their balance sheets is thc> look inimlly (see Table 4f) Clearly they 

TABLE 4/ Initial Position of llmd generation Banks 
I nbilities 

H Deposits . 

Loans and imestments 

+ - l-”' +SMO 

of 

IiS«, or SSI2 this ram has boon spent on loans and invcsmcnts-and 
rfy thence thiri ^emnon banks « dl reach equd.brmm y ,th the balance 
sneet as shown in Table 4g ) 

of Third-generation Banks 
Liabilities 

+$128 Deposits 
+ $12 


Cash 

Loans and imestments 


+$640 


Total 


+$640 Raal 


+$640 
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20 per cent reserve ratio to deposits In all our previous examples no cash has 
ever leaked out of the banking system, but has simply gone out, as a result of 
security purchases, from one set of banks mto another set of banks’ vaults 1 
Everyone will be at equilibrium only when, for all the banks together — the 
first, the second, and the hundredth generatioir— a consolidated balance sheet 
would look as shown in Table 4» For if deposits were less than J5,000, die 
20 per cent ratio w ould not yet be reached and equilibrium would not yet have 
been achieved 

TABLE 4j Cmohdated Balance ^leet Showing Fml Position of All Brnib 


Loans and investments 
Tbtal 


+$1 000 DqxKits 
+ {4000 

+iJ,000 Total 


(if the reader will turn to Table Ab previously marked impossible, he w ill see 
that the whole banking system can do what no one bank can do by itself 
Bank money has been created 5 for I-and all the while each bank has only 
invested and lent a fraction of what it has received as deposits' 

Who creates the multiple expansion of deposits" Three parties do so 
jointly the public by always keqirag their money in the bank on deposit, the 
banks by keeping only a fraction of their dqiosits m the form of cash, the 
public and pnvate borrowas who make it possible for the banks to find earning 
asstts to buy with their excess cash There is also a fourth party, the Central 
BaiA, which by its activities makes it possible for new reserves to come to the 
banking system, as die next chapter will show ' 

There is nothing paradoxical ra the feet that total bank deposits are several 
mes as great as the amount of paper cash m existence anyw here The same is 

h ng that banks owe their customers, cash is l^r m a bank, but it does not 
— in that bank niroughout its lifetime a dollar may have been left m 

permanently 'withdrmvs SI 000 from a ni 

bankIosesSl,000ofcashandSl,000ofdepos.ts But it previously held 
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only 20 per cent cash reserves or $200 against her deposit. Qearly it must have 
given up to her some of the legally necessary cash reserves held agamst its 
other demand deposits. Its total reserves are now below the legal minimum. 
(2) Therefore, it must sell $800 worth of investments or call in that many 
loans. The first-generation bank will be in equilibrium only when its balance 
sheet finally looks as shown in Table Sa. 

TABLE Sa. Equilibrium Position of Original Bank Losing a Deposit 
Assets Liabilities 

Cash — $ 200 Deposia —jl goo 

Loans and mvestment.s. . . . — 800 

Total —$1,000 Total —$1,000 

But in selling its securities, our original bank has drained $800 from a semnd 
generation of banks; and they in turn by liquidating securities, drain reserves 
from a third generation. And so it goes--until the widow’s withdrawal of 
$1,000 has produced a chain “killing ofF’ $5,000 worth of deposits throughout 
the whole system and $4,000 of bank-earning assets. The student should 
trace through each stage: Table 5b, Table Sc, , etc. 

The reader should also be able to show how an initial deposit of $1,000 can 
result in $10,000 of bank dqjosits if banks keep only 10 per cent reserve 
ratios, as they used to until about 10 years ago. 

a'“monopoly bank” 

In all of the above processes, it was assumed that no cash leaked out of the 
banking system into someone’s mattress or into permanent hand-to-hand circu- 
lation. The banking system was then in the enviable position of finding that its 
checks were always deposited somewhere within itself. 

This being so, it is easy to see that a single “monopoly bank” (with many 
branches), serving the whole nation, would be able to do at once what we have 
said each small bank cannot do. Its balance sheet could quickly go to the con- 
dition shown in Table 4^ or 4;. It could write checks freely to pay for securiries 
or loans, knowing that the people to whom they are paid would always deposit 
their proceeds in the one and only monopoly bank. In countries like England, 
where there is a “big 5” group of branch banks, or like Canada where there are 
a few large banks, or in states like California where there are a few great 
multiple-branch banks — ^in such cases a bank may be able to lend out more 
than its legal excess reserves, knowing that part of the money will come back 
to itself in later generations. However, these so-called “derivative” or “self- 
returning” deposits are not important for the United States, and calling atten- 
tion to them often only confuses the beginning student 
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SIMULTANEOUS EXPANSION OR CONTRACTION BY ALL BANKS 

In the previous section we have seen how the banking system can reach the 
limits of Its expansion through many succMsive rounds or generations If we 
allow half a A\eek for checks to clear at each stage and for decisions to be 
made, 5 to 8 weeks would be reqmred for die process to have substantially 
worked itself out dirough more than a dozen rounds 

As a practical matter, it is usually not necessary to follow the chain of each 
dollar deposited through its successive rounds For example a decrease in 
hoarding by the public will affect almost all the banks at the same rime They 
will all receive some new deposits at pretty much the same time They will 
all have excess reserves in the first instance, and so drey will all together begin 
to buy securities or make loans 

When a single bank, all by itself, writes checks to acquire securities, these 
checks go to other banks and it loses cash But when all are writing checks 
simultaneously and m balance, there will tend to be a cancellation of new 
checks deposited in each bank against those paid out No one bank need lose 
cash reserves Consequently, without going through the successive generations 
of the previous section, all banks together can simply and blithely expand their 
loans and investments— so long as they do not jeopardize their reserve position 
—until deposits are finally brought into a 5 1 relanon to cash When this state 
has been reached, the banking system has reached the limit of its ability to 
create money 

The student should work through the similar process by which all banks 
snndtaneously contiact money 5 1 for each dollar of reserve wlthdra^vn from 
the banking system, and also how a monopoly bank would contract 


raREE qualifications 

Finally a fe^v qualifications must be made, only the last of which is of very 
^at significance have shown that $1,000 taken out of hand to-hand 

d..i;sTsa^:r^a^^rnr;:; 

Leakage mo Hand to-hand Ctrculatm It is nnu-p nnec.w l 
Ufely. .»„«*ere Jctal of ^ 

vidod * , check c 

.. cfr h* 
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usually at the same time an increased need for pennies, dimes, and paper cur- 
rency to transact the increased volume of petty transactions. 

The effects of such -nathdrawals on our analysis are simple. When $1,000 
stayed in the banking system, $5,000 of new deposits were created. If $200 
were to leak out into circulation outside the banks, and only $800 of new 
reserves were to remain in the banking system, then the ne\v deposits created 
would be $4,000 ($800 X 5). The banking system can always amplify in a 
5:1 ratio whatet'er amount of new reserves are permanently left with it. 

Leakage into Bank Vault Cash. Similar to the leakage of cash into circulation 
outside the banks is the fact that banks wall have to keep some of their new 
cash in the form of till money, or vault cash. This is in addition to their legally 
required 20 per cent reserves left on deposit with the local Federal Reserve 
Bank. Such cash cannot be counted as part of the bank’s 20 per rpnr legal 
reserve because all legal reser\'es must be on deposit with the Federal Reserve 
Bank in the bank’s district. In 1947, something like 2 per cent of their deposits 
were kept by banks as till money. Such vault cash acts rather like a leakage 
of cash into hand-to-hand circulation. Instead of having new deposits equal 
to 5 X $1,000, we have them equal to about 5 X ($1,000 — $100) or $4,50p. 
This is because $100 — more or less 2 per cent of $5,000 — ^is the amount of 
vault cash which the bank cannot use as its legal reserve.^ 

Possible Excess Reserves. Our descripdon of multiple deposit creation has 
proceeded on the assumption that the commercial banks stick fairly closely 
to their legal resen'e ratios. Of course there is no reason why a bank cannot 
choose to keep more than the legally reqdred amount of reser\’es. Thus, if the 
original bank receiving a new $1,000 dqjosit were satisfied to hold $800 of it 
in excess resen-es, then the whole process would end right there. Or if banks 
always kept 5 per cent excess resen^es, in addition to the 20 per cent legal 
requirement, we should have a chain of expansion of deposits of the form 
[I + ^4: + (M)* + • • • } rather than [1 -h + (^0‘ + • • • ] 'n'ith 
only a 4:1 rather than a 5:1 expansion of deposits. 

Hence there is nothing automatic about deposit creation. Four factors are nec- 
essary: The banks must somehow receive new reserv^es; they must be willing 
to make loans or buy securities; someone must be willing to borro\v or to sell 
securities; and finally, the public must choose to leave their money on deposit 


• Another way of expressing this rdadon, and one that is slightly more exact, is as 
follows: The new $1,000 will give rise not to $1,000 X 1/0.20, but to 


$1,000 X 


( 0.20 + 0 . 02 ) 


This gives $4,545.45 of new deposits. 
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A\ith the bnnks ^^c sinll return to the problem of e\ccss and legal rcser\ cs m 
Chap 15 


SUMMARY 


A THE MODERN B\M INC SaSlI M 


1 Tlie American bankinir s> Stem consists pnmaril) of rclamcl) small 
scale unit banks chartered b> the national goxernment or b) the states 
Althoueh less than half arc members of the Icdcnl resets c s)stcm their 
deposits include four fifths of the total of all deposits 

2 The functions of commercial bani s arc numerous and os triap ss ith 
those of such other financial institutions as mutual sasines banks coopcntisc 
building and loan societies finance companies trusteeships and insurance 
companies But in their function of collecting and honoring banl died s the 
commercial banks perform a unique and important economic role Tlieir 
demand deposits constituce the single most impornnt component of our monej 
suppl) or medium of exchange 


3 Tiie redcral reserse ssstem consists primarily of (a) Member Banks 
(b) the 12 Federal Rcscnc Banks spread oser the country (r) the Board of 
Gosernors of die Federal reserse s>stcm in ^^^slllngton 
Although nominalI> corporations ossned b> the member banks thclcdcral 
RescncBanksarc in fact almost branches of the IcdLnlgoscmmtnr possess 
mg vide possers and being concerned xsith the public interest rather than 
ssith bank profits In practice their actis itics arc not independent of IrcasurX 
and Administration polic> It is the primarj rcsponsibilit) of the Reserse 
Banks to use their possers in time of panic so as to present a collapse of the 
banking system 

4 Modem banl s graduallj esolsed from the old goldsmith establishments 
msshichmoneyandsaluablesxserestored lhepncticcfinall> became general 

im^s fr ' 

msested in securities and loans for an interest } icid 

ssoaL?' "ould be a fair 

assistancriflpolti^^^^^^ '’"d 

banking system despite the existence of legal rcserscs On ti c m’liTT 
Mhen financial skies areclear cashreserscs far less 
.II enable a bank to meet all calls uponTt requirements 
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6. Without government regulation and examination, without the Federal 
reserve system, and without the guaranteeing of bank deposits (up to $5,000) 
by the FDIC, our system of small unit banking would be intolerable. Tndppd , 
a few economists think that a return to a 100 per cent reserve hanlrin g system is 
desirable and necessary, not only for safety, but also to prevent twnl-.; 
creating bank deposits. 

B. THE CREATION OF BANK DEPOSITS 

This leads us to the subject matter of the second half of the chapter. 

7. Bank demand deposits serve as a medium of exchange and a store of 
value; they are considered, therefore, to be money. 

■8. If banks kept 100 per cent cash reserves against all deposits, there would 
be no creation of money when currency was taken out of circulation and 
deposited in the banking system. There would be only a 1 :1 exchange of one 
kind of money for another kind of money. 

9. Modem banks do not keep 100 per cent cash reserves against deposits. 
In the United States large-city members of the Federal reserve system are 
required to keep on deposit with the regional Federal Reserve Bank legal 
reserves equal to 20 or 22 per cent of demand deposits; small-town Member 
Banks need keep only 14 per cent, 

10. Consequently, the banking system as a whole — together witli public 
or private borrowers and the depositing public — does create deposit money 
about 5:1 for each new dollar taken out of circulation and left on deposit 
somewhere in the system. 

1 1 . Each small bank is limited in its ability to create deposits. It cannot lend 
or invest more than it has received from depositors, but only about four-fifths 
as much. Its deposits are five times its cash only because it spends away cash 
every time it buys earning assets — only because its cash decreases and not 
because its deposits increase. 

12. But the system as a whole can do what each small bank cannot do. 
This can be seen if we examine a monopoly bank in a closed community. The 
checks written by such a bank always come beck to it; therefore the only 
restriction upon its ability to expand its investments and deposits (its assets 
md its liabilities in double-entry bookkeeping) is the requirement that it keep 
one-fifth cash reserve ratios against deposits. When deposits have expanded 
until they are five times the increase of reserves, the monopoly bank is “loaned 
up” and can create no further deposits until given more cash reserves. 

13. In present-day America, there is no monopoly bank. Nevertheless, the 
same 5:1 expansion of bank deposits takes place. The first individual bank 
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receiving a new $1,000 of deposits spends four-fifths of its newly acquired 
cash on loins and im cstments This gi\ cs i second group of banks four-fifths of 
$1,000 in new deposits Thej, m turn, keep one-fifth in cash ind spend the 
other four-fifths for nei\ earning assets, this causes them to lose cash to a third 
set of banks, w hose deposits hit c gone up b) four-fi ftlis of four-fiftlis of $ 1 ,000 
Obviously, if we follow through the succtssnc groups of binks in the dwin- 
dling ne\ er ending chain w e find for the s> stem as i w hole that new deposits 
created ire 


$1 000 -h $800 -f $640 -H $512 + 

.s.ooox(i+i + (|)‘ + 0)‘+ ) 

= SI 000 = $1,000 = $5,000 

Onl> when everj one of the thousand dollars of new rcscncs supports $5 of 
deposits somewhere in the system will the limits to deposit expansion be 
reached Then the S) stem is loaned up, it can create no new deposits until it 
IS given more reserves 

14 In practice, it is not neccssar) to wait for the successive rounds in the 
chain of $1,000, $800, $640, etc , to work thcmscU cs out Usinll> , many banks 
tend to get new reserves at about the same time If thc> all expand their loans 
and investments pretty much in balance, their outpayments vv ill tend to cancel 
each other Consequently, they won’t lose cash ^nd so, all together can 
rather quickly expand their earning assets and deposits to the 5 1 limit 

15 As a minor qualification to the above discussion, wc must admit that 
there will be some leakage of the new cash reserves of the banking s> stem into 
circulation outside the banks Therefore, instead of 5 X $1,000 of new deposits 

$1.000-thc difference being what is withdrawn out of the system It is still 
correct to say that the new deposits created will be 5 times whatever is the 
amount of the new legal reserves left with the lianks 
A second minor qualification must take account of the need of banks to use a 
hrfe of their new reserves for vault cash or till money Rcccntlv this has been 
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how the Federal Reserve Banks cause bank reserves to go up when an expan- 
sion of the total money supply is desired. "WTien a contraction of the quantity 
of money is in order, the Federal Reserve authorities pull the brakes. Instead 
of pumping new reserves into the banking system, they kill off some of the 
reserves. We shall see that in doing so they are able to reduce the quantity of 
money not 1 for 1, but, as we have shown, almost 5 for 1. 


QUESTIONS FOR DISCUSSION 


1 . Describe the banking setup in your area. Make a list of the services rendered by 
banks. MTio else renders such services? Examine the balance sheet of local banks. 
\^Tiac is the meaning of the different items? Can you find out how local checks are 
cleared? 

2. Suppose that all banks kept 100 per cent reserves. How different would they be? 

3. Assume a 10 per cent reserve ratio. Trace through the process of mulriple bank 
expansion, duplicating Tables 4<7 through 4/. Reverse the process. 

4. Do bankers create deposits? ^^'ho does? If a banker receives a new deposit and 
new resen'es, is he always able to expand hb loans? I^Tiat can he do beyond lowering 
his interest charges in order to increase his loans? Can he always expand his holdings 
of government securities? How does he go about it? 

5. In terms of the discussion in Chap. 13, show why a banker will be wiling to 
hold huge excess reserves whenever the interest rate drops close to zero; or whenn'er 
he expects future interest rates to be higher than present. 

6. How would you invest a bank’s money? Give a typical portfolio of investments. 

7. Comment on the following 1939 statement of the Board of Governors of the 
Federal reserr'e system; “The Federal Reserve System can see to it that banks have 
enough resen'es to make money available to commerce, industrj', and agriculture at 
low rates; but it cannot make the people borrow, and it cannot make the public spend 
the deposits that result when the banks do make loans and investments.” 

8. Hotv would your answer to Question 3 be changed if banks aUrays kept 2 per 
cent of their deposits in the form of vault cash? 

9. Suppose that a single bank always found that one-tenth of the money that it 
spends on bonds or loans comes back to roost among its own deposits. Assuming a 
20 per cent reserve ratio, what w'ould be the amount of expansion of its own deposits 
as a result of 1,000 new dollars brought to it? 



Chapter 15 : federal 

RESERVE AND CENTRAL BANK 
MONETARY POLICY 


ALTHOUGH nomimll) a corporation owned b> its Member Bink^, the 
Federal Rcsene Banks are m fact as we hme seen, cqumlcnt to a bnnch ol 
the gotemment Like tlic Bank of Fngland or the Bank of Frince, the) consti- 
tute a Central Bank— a bank for bankers Instead of seekinit profits, the 
Federal Resene authorities hate for their sole purpose the promotion of the 
public interest 

The Federal Resene Banks, together with the U S Treasur), proiidc us 
with our supply of curreney Almost more important, the Resen c Banks arc 
the vhmtate creatoTS of the reserves of the Manber Banks, and as w o hat c seen in 
the previous chapters, each $1 change in bank resen cs ma> hate a fitefold 
effect upon the \olume of bank money or demand deposits 

COimOLLING THC BUSINESS CtCLF Bt CONTROLUNG THE QUANTITI OF MONEt 

The acm ities of the Rcscnc Banks (1) in connection w ith the clearings of 
checks and (2) as fiscal agent for the U S Treasur) arc important, but the) arc 
of a routine character and hat c already been briefly discussed Here w c shall 
be concerned w ith the t ital fiinction of the Federal Resen c Banks as creator and 
controller of the canmmmtf’s supply of money, and as a vital factor dctenmnmg the 
level of murest yields on govermnent and private seamties 

Left to itself, our economic system is subject to alternate spells of boom and 
slump, prosperity and depression, inflation and deflation Associated with 
boom times are upswings m the community s total stock of cash and deposit 
money, and associated with years of depression is a reduction in the total 
quantity of money 
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Our ^lier discussion of saving and investment has taught us that the pri- 
mary cause of fluctuation in business activity is the fluctuation in public and 
private investment. Older economists did not realize this. They to at- 
tach primary causal importance to fluctuations in M, the total quantity of 
money. According to them, when M goes up — either because mines are spitting 
out gold, or because governments are printing new money, or because banks 
are expanding their investments and deposits, or for all these reasons— then 
prices rise and there will be a boom. When limits to the further creation of new 
money have been reached, prices can no longer rise, and the system will prob- 
ably go into a downward spiral of depression and deflation. Loans will be 
called in or paid off, banks will go bankrupt, the total of M will decrease, and 
depression will stalk the land. A favorable upturn can come only when M stops 
decreasing and begins to rise. Then we are off on another complete cycle. 

This is an oversimplified version of tiie monetary theory of the business 
cycle, but not an unfair account of its essential beliefs. Since believers in this 
theory diagnosed the causes of the boom in terms of fluctuations in M, their 
prescription of monetary stabilization to cure the system of its business cycle 
jitters followed very logically.' The primary duty of the Federal Reserve Board 
authorities, according to this theory, should be (1) to increase M in bad times, 

(2) to decrease M in good times when business activity is too high, or in short 

(3) to stabilize the cyclical fluctuations in the supply of money. According to 
the quantity theory, this would stabilize prices. 

Today, after our experiences in two world wars, after the relatively pros- 
perous decade of the 1920’s and the relatively depressed decade of the 1930’s, 
we no longer hold out high hopes for effectively maintaining full employment 
and high production by means of Federal reserve monetary policy. To see why 
this should be so, we must first analyze the exact steps by which the Reserve 
Banks are able to influence and control the supply of money. 

BRIEF PREVIEnV OF HOW THE RESERVE BANKS CAN AFFECT THE SUPPLY OF MONEY 

To State the matter most briefly, the 12 Reserve Banks are able to increase 
the amount of outstanding money, yW, by paying out (1) Federal reserve 
notes or (2) checks to the public, to the Treasury, or to the commercial 
banks. Either of these two kinds of payment results in an expansion of reserve 
Bank liabilities: Federal reserve note liabilities, or deposit liabilities which 
the Reserve Banks owe to the commercial Member Banks. In return, for 

‘ Some of the more cautious members of tWs school admined that the origin of the cycle 
might be nonmonetary. But they still believed that monetary measures can offset other 
destabilizing influences. 
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this expansion of their liabiliues, the Reserve Banks must acquire an cquil 
amount of assets go\ emment securities, loans (“rediscounts,” “acceptances,” 
or “advances’ ), or gold certificates 

To contract the supply of money, the Reserve Banks must do just the reverse 
They must gue up security assets, loan assets, or gold certificate assets and 
take back an equivalent amount of their Federal reserve notes or deposit 
habihties 

Qintracting Federal reserve notes will reduce the currency in the hinds of 
the pubhe and the banks E\ en more pow erfiil is the contnction brought about 
by a reduction in the deposits held b} the Member Banks with the 12 Rcsenc 
Banks For we hate seen that these deposits consbtute the “resen e balances ’ 
of the Member Banks, and if these fall $1 below the legal requirement of 20 
per cent of commercial bank demand deposits, thni the Member Banks as a 
'whole mist contract demand deposits by $5 Thus, changes in the deposit Inbilitics 
of the 12 Resene Banks may have a 5 1 leterage on the total supply of money 
— upward or dotvnward 

This briefly is the essence of Central Bank control of the supply of monc> 
Let us examine the process in greater detail 


THE FEDERAL RESERVE BANKS BALANCE SHEET 

The role of the Federal Resen c Banks can best be understood from an 
examination of their combined balance sheet Table 1 indicates the principal 
assets and liabilities of the 1 2 Resen e Banks In appearance, it is not unlike the 
balance sheet of an) ordinat) bank, containing as it docs on the asset side cash 
loans and securities, and on the liabihiy side capital accounts, deposit obliga- 
tions and a new large item. Federal resene notes outstanding 

fable 1 Cambmed Balance Sheet of Twelve Federal Rescrae Banks 
June 26, 1946 (In mtlhons of dollars) 

r M c . ! Liabilities 

taold ceraficates and other cash $ 1 8 383 Capital a( 

U S government securities 23 385 
Loans and acceptances 251 

Miscellaneous other assets (pn 

marilj “uncollected items ) 2,388 


Total 


$44407 


Capital accounts 

S 636 

Federal rcsenc notes 
Deposits 

24 091 

Member Banks 

15 910 

US Treasurj 

969 

Fortagn and other 

951 

Miscdlancous liabilities 

1,850 

Total 

$44407 
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paper money which it has issued: in this country Federal reserve notes (and 
in Britain, Bank of England notes) . These Federal reserve notes are held either 
by the public directly or as vault cash by the commercial banks.* 

The second main liability of the Reserve Banks consists of the sums of 
money which the Member Banks hold an deposit with them and which consti- 
tute the reserves of the Member Banks. These balances are vitally important, 
because when they increase by $1, demand bank deposits can increase by $5; 
when they decrease by $1, bank demand deposits may shrink by $5; and 
without a change in the total of Member Bank reserves, bank deposits cannot 
increase.® 


GOLD CERTIFICATES 

To understand how these Reserve Bank liabilities, which constitute such 
an important part of the nation’s money supply, come into existence, we need 
only inquire how the Reserve Bank’s assets come into existence, since assets 
and liabilities must always balance. TTie assets are of two main kinds, gold 
certificates and the total of government securities and loans. 

The gold certificates come into existence more or less independently of any 
policy decisions on the part of the Reserve Bank authorities. So long as a 
country makes a practice of being on the gold standard, the process is fairly 
straightforward and automatic. Our government agrees to buy all gold brought 
to it at $35 an ounce. Since 1933, no American residents have been permitted 
to hold monetary gold. Today a gold-mining company will sell its newly 
produced gold in small part to jewelers and dentists, but in the larger part to 
the U.S. Treasury. The same will happen to any gold that is imported into the 
United States from abroad, either to pay for our export of goods or to buy some 
of our long- or short-term capital securities. 

In either case, we may suppose that the gold is sold to the U.S. Treasury in 
return for a check drawn upon the government’s deposit account at the Federal 
Reserve Bank. The gold seller might cash this check and take the proceeds in 
Federal reserve notes or other paper currency. More likely, he will deposit the 

1 A century ago, before checking deposits had acquired their present dominant impor- 
tance, these paper units of money were the most iraponant part of a nation’s money supply. 
Kormerly, private banks could and did issue bank notes, or paper money. These liabilities, 
payable on demand, circulated and provided an important part of the community’s money 
supply, just as they still do in Scotland and some other countries. But the growth of checking 
accounts and the difficulties of public control of private note issue have caused most coun- 
tries to restrict the issue of new currency to the Central Bank and Treasury. ^ 

* This assumes that the banks do not hold considerable “excess reserves” above their 
legal requiremcn*'!. 
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government check m his m n bank accoont His bank ill deposit the check in 
Its account at the Federal Reserve Bank The total of Member Bank balances 
IS thereby swelled by as much as the reduction in die gmemment deposit 
balance The total of Resene Bank assets and liabilities is still unchanged 
But unless the U S Treasury is debbcritcl) trying to “sterilize the gold 
indoM (as It has done on a few occasions in the past to fight inflation), it m ill 
not let the process end there It ■Bill wish to replenish its depleted deposit 
account at the Resen e Banks To do this, it will issue gold certificates against 
Its newly aquired gold, and pot these certificates into the Resene Bank in 
exchange for a deposit as large as it was onginallj holding 
At the end of the whole process, the Resene Bank has an increase in its 
assets (gold certificates) and an increase in its liabilities 01 er the prciious 
situation (new Member Bank resene deposits) The Member Banks haie 
increased assets (new resene telances) and also increased deposit liabilities 
The publK^-importers or gold mincrs-haac less gold and more bank deposits 
The goiemmcnt has the same amount of deposits as before, but now it has 
more gold in its vaults at F ort Knox, K) , against w htch it has issued new gold 
certificates 

This completes the discussion of how gold certificates come into being In 
addition, the Resene Banks hold a few siher certifiCTtes and coins that Imc 
been deposited w ith it in the past but these arc not important enough to discuss 
Also mention should be made that its holdings of printed but unissued Federal 
reserve notes are neicr listed as assets 


Thepart of our money supply that has arisen from ResencBankaquism^^ 

sit r uT' " flic happen 

smnee of gold discmcr.es of withdrawals in and out ofthe industrial uses of 

le wlf United States If this 

tmnglittletodowith our economic needs and leadingmsomcpe^^^^ 

lnMiw.rogr<m whoitai,,, “ ™ ““ “ 
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amount of “Reserve Bank Credit.” By causing the total to grow, the Reserve 
authorities are able to expand the total of demand deposits and Federal reserve 
notes in circulation. By engineering a contraction of Reserve Bank Credit, the 
authorities can cause our money supply to shrink. 

FEDERAL RESERVE “oPEN-MARKEt” OPERATIONS 

Let US follow the process of deliberately expanding Reserve Bank Credit and 
the money supply. By far the most important way of doing this is through 
what is called an “open-market purchase.” The 12 Reserve B anks could buy a 
hushel of wheat, a man’s services for a year, or anything else, and the me- 
chanics of the process would be the same. But actually, they almost always 
confine their open-market purchases and sales to government securities: long- 
term or short-term government bonds, especially short terms of a year or less 
maturity.^ 

The Reserve Bank goes to the market and buys, let us say, a million dollars’ 
worth of government bonds. It pays its check to the sellers, who may be private 
individuals or a bank. If the sellers want to cash this check in for currency, the 
Federal Reserve Bank will present them with Federal reserve notes; and the 
process ends right there, with the community’s money supply up by 1 million 
dollars. 

It is more likely that the sellers will wish to hold most of their proceeds in the 
form of a deposit. If the seller was a bank, it will then simply deposit the check 
(that it received for the bonds) in its account at the Federal Reserve Bank. 

If the seller was a private individual, the same thing will happen, but with 
one intermediate step. The private seller will deposit the Reserve Bank’s check 
in his OW’D account. His bank wall then deposit the check in its account at the 
Reserve Bank. 

In either case, the open-market purchase of 1 million dollars has resulted in 
an equivalent expansion of the Reserv'c Bank’s assets (investments) and in its 
deposit liabilities. 

But this is hardly more than a beginning. The commercial Member Banks 
will now have at least four-fifths of 1 million dollars of excess reserves, since 
their extra million dollars of reserve balances with the Reserve Bank are only 

^ Usually the Treasury does not sell government bonds directly to the Federal Reserve 
Banks. This is only because of a belief that the Government is not to be trusted. But since 
the Federal Resen^e Banks may buy bonds from the market on the next day after the govern- 
ment has issued them, the ineffeetiveness of this curb is clearly revealed. Moreover, for the 
last fetv war years even this pretense was dro|^)ed, and some government obligations wwe 
sold directly to the Reserve Banks; in the postwar, refundings are handled directly with 
the government. 
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b2se of the 20 per cent legal rcsertc ratio rquired against deposit ) 

Wore the cominerc.albinks..llhatean«™ 

new earning assets (loans and .mestments) On the basis of the discussion m 
aap 14 the reader uill realize that the whole process can gne rise to a 
Cham of multiple deposit crcation-which need come to an end only when the 
commercial banks as a w hole hai c evpcncnced a 5 million dollar capansion m 


TABLE 2fl Effect oj n Mtllmdelhr Openimrlet htrekse on Reset. e 
BimLs Mance Sheet 

Assets Liabilities 

+$Iroilli»n (Legal) Resene deposits +SI million 


Toni +S1 million Total +$1 million 

Tables h and 21’ summarize the possible 5 1 Ictcragi. on the mont) suppl> 
resulting from rederal Rcstrtc open market purchases After this has caused 
a J I expansion of Member Bank deposits the final effect on Member Banks 
balance sheets is as shown in Table 21 

TABi i2b I mal Effect on Member Bonks of a Million Mar Open vntket 


Assets 

Pimhose 

Libihtics 

Legal resmes 

+$l million Deposits 

+SS million 

Loans and imcstmcnts 

+■$4 million 


Total 

+<5 million Total 

+$S million 


As will be discussed again in a moment we mustqualifj this dismission to 
take account of the possibility that there ma} actuall) result less than the 
maximum 5 1 expansion possible Before worrying about this the reader 
should clinch his understanding of the mediamsm of open market opentions 
by w orking through the details of Ac reverse operation x\ hereb) Ac Rescrx c 
Bank engages in an open market sale of 1 million dollars of goxemment 
securmes in order to engineer a multiple contracnon of the moncx supply 


LOAN AND RFDISOOUNr POI ICX 

If Ac Reserve authorities acqiua some oAcr asset than gox emment bonds— 
for example aloan— the mechanical expansionary effects arc exaal} the same, 
and if they contract their loans Acn the conoraaionary effect is )ust 111 c that 
of an open market sale Ongmally Ac founders of the rederal reserxe system 
thought that the loan qierations of Ac Reserve Banks would be by far their 
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most powerful weapon. But when we glance back at the Combined Balance 
Sheet of the Reserve Banks (Table 1), we see how wrong these expectations 
have turned out to be. The total of loans and acceptances is of absolutely 
negligible quantitative importance and has been for more than a dozen years 

When the original Federal Reserve Act was passed in 1913, the experts all 
attached great importance to providing short-term working capital for industry, 
trade, and agriculture. The commercial banks were to be encouraged to 
90-day loans to businessmen and fanners on the basis of crops, inventories, and 
shipments of goods. To make sure that the banks always had money for these 
worthy purposes, the Federal Reserve Bank stood ready to “rediscount” all 
such advances: i.*, the Member Bank could take the customer’s I.O.U. 
endorse it, and then turn it over to the Federal Reserve Bank, which would 
advance the face value of the note minus a published interest charge— known 
as the “rediscount rate.” (This rediscount rate was normally below the interest 
rate charge by banks on their loans.) 

In other words, the commercial bank would get a check from the Federal 
Reserve Bank, or what is the same thing, its legal reserve deposit would be 
increased. This increase in reserve balances of the banking system enables that 
system — ^but not the single bank in question — to expand total deposits five 
times as much, and total loans and investments four times as much. Thus, by 
rediscounting one customer’s I.O.U. out of every five, the banks could the- 
oretically create any amount of new loans and deposits — so long as the Federal 
Reserve Banks continue to expand their rediscounts. 

Some of the founders of the Federal reserve system thought that this process 
would work automatically. The Reserve authorities would not need to exer- 
cise any intelligence or make any decisions. So long as the banks confined 
themselves to “bona fide, short-term, self-liquidating working capital loans 
meeting the legitimate needs of trade,” die system would take care of itself. 
But the short-lived inflation of 1919-1920 after World \%r I put an end to this 
simple notion. It showed plainly that such a theory implied an expansion of 
M during inflationary boom times, just when there was already too much 
spending; and a contracdon of M in dqiression when borrowers were feiv 
but spending was desperately needed. 

After this period of disillusionment, there grew up in the 1920’s the theory 
that the rediscount rate might be a pow'^erfiil weapon of monetary control. By 
raising the rediscount rate, the Reserve authorities were supposed to be able to 
engineer a contraction of the money supply and to tighten interest rates all 
along the line. By lowering the rediscount rate, they were supposed to be able 
to increase capital availability and lower interest rates. 
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In view of the infinitesimal use of rediscounting, this cannot now be rc 
garded as an important u eapon of monetary control The real importance of 
the Reserve Bank s lending pow ers probably lies in the firm support that it can 
always give to our banking system m time of financial crisis 
Since 1933, the Federal Reserve Act has been drastically amended The 
Reserve Banks can lend to almost anybody, not just to banks Also, they can 
lend to banks and can issue notes, not only against short-term mdustrial and 
agricultural promissory notes, but also against government bonds put up by 
the banks as collateral, or m some cases, against my agreed-upon collateral 
Since 1933, despite the reduction of the rediscount rate to 1 K per cent, banks 
hate preferred to borrow on government bonds rather than on customers’ 
promissory notes, which have been profitable but scarce Most often, today, 
when banks need more cash, they simply sell some of their government bonds 
on the open market, or occasionally some of their highest grade promissory 
notes known as “bankers’ acceptances 
In addition to rediscounts, the Reserve Banks can lend directly to private 
industry, but this they rarely do Primarily, they leave this function to the 
commercial banks, to the Home Owners' Loan Corporaaon, to the RFC, and 
the various fam aedit agencies Also, the Reserve Banks stand ready to buy 
up all bankes’ acceptances at some published interest rate Thus, the market 
rather than the Reserve Banks takes the initiative in determining how many 
acceptances the Reserve Banks will hold, but the Reserve Banks by changing 
the intCTest rate that they charge for holding acceptances, relative to market 
rates of interest, can indirectly influence the level of their assets held in the 
lorm of acceptances 


CHANGING RESERVE REQUIREMENTS AS A WEAPON OF MONETARY CONTROL 

In addition to selling off its earmng assets-bonds or loans-and thereby 
Q:«it mdtrly.,, M resene, of 

“S'"-" « con- 

racoon of the ntpply of money in one other mtporttmt tttty They nnght mtse 
4e ^ .ere™ reqntrettKnnt of the Member Bmk, L. ms £ » 14 
levant none higher levelr, my 40 40 40 ■ Bonh motdd dten W Sr to 

Acmpmme em.Oy «« m4„, .f. 

yiM Qutmntmvdy d.ey ‘ '"f °f «««■< 

n 1947 when inflation seemed inevitable the Reserve Bturrl t.nl,«i r> 
power to raise reserve requirements at any foturc da^Siat n d«i L h ft' ' 
ted it namely beyond 26 20 14 ^ ^ 
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legal reserves were inadequate in comparison with their deposits. They would 
have to sell many of their securities to the public— protebly at some loss 
The public would use up its bank accounts buying the bonds, and the process 
would only come to an end when about one-half of all deposits had been 
destroyed. Then and only then would the banks find that their old unchanged 
dollar reserves were large enough in relation to their deposits to meet the new 
legal requirements. The depressed price of bonds would be equivalent to higher 
interest rates or “dearer money.” 

Ifwould make for great confusion if the legal reserve ratios of banks were 
constantly being changed. Consequently, this weapon would probably be used 
only at infrequent intervals. Moreover, such an extreme increase of reserve 
requirements as that mentioned above would take place only at a time when 
banks already had large excess reserves over and above their legal require- 
ments. Fearing a possible inflati(mary expansion of bank deposits at some foture 
date, the Reserve authorities might then decide to convert the potentially 
“hot” excess reserves into relatively stable legal reserves by raising legal 
reserve ratios. This is exactly what was done in 1936-1937, when reserve 
ratios were raised in a number of steps firom 13:10:7 to 26:20:14. However, 
after 1942 the need to finance the war caused the 26 per cent legal reserve 
ratio to be lowered in New York and Chicago to 20 and later to 22 per cent.i 

THE PROBLEM OF “EXCESS RESERVES*’ 

During the Great Depression, there was a great decrease of bank deposits, 
of at least a third. How was this brought about^ Mhs it because gold left out 
shores, thereby causing gold certificates to disappear from the Reserve Banks, 
and at the same time causing a reduction in reserve deposits and a 5:1 or 10:1 
contraction of bank deposits? The answer is “no.” Gold was coming into this 
country during much of the period. 

"Whs it because of open-market operations of the Reserve authorities? Were 
they perhaps selling government bonds to the public and to the Member Banks, 
and thereby destroying Member Bank reserves and causing a multiple de- 
struction of deposits? The answer is again “no.” TTuroughout most of the 
early 1930’ s, the Reserve Banks were buying government bonds on the open 
market in an attempt to increase bank reserves and lower interest rates. (They 

* In the decades ahead, we may see a further reductim of reserve ratios if the govemment 
ever has to sell more bonds to the banks. But since the govemment reedves back in excess 
profits almost all that it pays to the Reserve Banks for bond interest, the Treasury is more 
likely to prefer to expand Reserve Bank Credit and Member Bank reserves by having the 
Reserve Banks buy more bonds. 
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also tried, but with little success, to get commercial banks to expand their 
loans and discounts ) 

How then can we explain the great decline in bank deposits? The answer 
lies partially in the fact that the banks began to keep a much higher proportion 
of reserves to deposits than they had formerly or than they were legally 
required to keep by law Banks were fearftl of making loans during the de 
pression and they didn’t eten find government bonds too attractive In other 
words, all of the discussion in Chap 13 of why people hold idle, nonyielding 
money applies with full force to the behaiior of bankers during die 1930’s 

Now we ha\e seen that the Federal Reserve authorities can kill off M by 
raising legal reserve ratios from say 10 to 20 per cent, or from 20 to 30 per 
cent The Member Bankers can do the same thing without any laws being 
passed at all Suppose they suddenly deade to hold 30 per cent resen cs against 
deposits e\en though only 20 per cent are legally required, the extra 10 per 
cent constituting what is called “excess reserves^’ Then bank deposits will 
hate to be greatly contracted 


The Federal Reserve Board was disturbed at the destruction of bank de- 
posits during the depression as a result of bankers holding excess reserves But 
more than that, they were disturbed because excess rcsenes act as a buffer 
which protects the Member Banks against control by the Federal Reserve 
Banks If the Member Banks have excess reserves, then open market sales of 
government bonds by the Reserve Banks will not necessarily force the Mem- 
ber Banks into a multiple contraction of demand deposits 
The open market sales kill off some Member Bank reserves True enough 
But the banks have more than enough reserves already and need not call in a 
single loan or sell to the public a single security Consequently, there is no 5 ] 
change in demand deposits, nor even a 2 1, or 1 1 The Member Banks have 
sim^y traded some of their excess reserves for old government bonds 

PoJjcy by a 

inEinflarim tTT ^ ™ deposits and cnrtail- 

2 inflation It also e^Iams why the Central Bank is relatively powerless to 

se^elT "’“"ket pi^chases may 

there ending 


SUMMARY OF RESERVE BANKS* CONTROL OVER MONEY 

^ Ppy ^>”^’*ere‘sapartofourmoneysupplywhicharisespassively 
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from gold producrion and gold imports, regardless of the direct volition of the 
Reserve authorities. 

This can be countered or supplemented, however, by deliberate Central 
Bank policies. If the Reserve authorities wish to contract the money supply and 
tighten interest rates, they may take the following stqps: 

1. Most important is the open-market operation. By selling government 
securities, they can reduce Federal reserve notes and Member Bank reserves, 
and through the latter engineer as much as a fivefold contraction of demand 
deposits. 

2. Next to open-market operations in importance is a policy of raising re- 
serve requirements. 

3. Less important is loan policy: raising the rediscount rate, raising the dis- 
count or interest rate on acceptances, etc. 

4. They may also try to use moral suasion, putting public and private pres- 
sure on the banks to contract their operations. 

5. Finally, the Board of Governors has the power to raise margin require- 
ments for stock-market purchasing, if necessary up to 100 per cent. During 
World Mhr II it also exercised direct control over the terms of installment and 
charge-account purchasing, specifying minimum down payments and ma ximum 
periods of payment. 

The reader may work out the various steps to be followed if an expansion, 
rather than a contraction, of the money supply is desired. 

THE PYRAMID OF CREDIT 

Figure 1 summarizes the relation between the commercial or Member Banks 
and the public, between the banks and the Federal Reserve Banks, and benveen 
the Reserve Banks and the Treasury. At the bottom of the pyramid is a rela- 
tively small amount of gold held by the U.S. Treasury; about 21 billion 
dollars’ worth in early 1947. A little of this is held as nominal “backing” 
against the relatively minor amount of coins and paper money issued by the 
Treasury, and a little is held by the Exchange Equalization Fund for use in 
connection with the United States quota in the International Monetary Fund, 
But by far the largest part is matched by gold certificates in the coffers of the 
Federal Reserve Banks — some 19 billion dollars in all. 

Moving up the pyramid from the Treasury to the Federal Reserve Banks, 
we find their total liabilities and total assets to be over 40 billion dollars, so that 
Reserve Bank cash reserves are about 40 per cent of their total liabilities. Jnst 
as the commercial banks have a legal mimmum reserve ratio against deposit 
liabilities, so the Federal Reserve Banks have a legal minimum reserve ratio 
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pcrcenf respectively 


the credit pyramid USA 1947 
(Billions of $) 



1 IG 1 This shows how oarmone) suppi> adds up lo several times the gold base urlder 
1) mg the Federal resen e s) stem (Source data from Fcdeni Reserve Bi/lIeUn ) 


However, the Federal Reserve li^ reserve ratio does mt have the signifi- 
cance of the Member Banks legal ratios Often the Member Banks m fact 
operate near their legal ratios, to the evtent diat they do so, they must react 
mechnninlly and lose their autonomy of action They are not free, at any 
given time, to increase their earning assets and their customers’ deposits But 
r IS the essence of central banking to pursue deliberate, discretionary policies 
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in the public interest. This can be done only if the Reserve authorities resist 
the temptation to earn profits by always buying earning assets right up to their 
legal reserve limit. The Reserve Banks are normally operating at far higher 
reserve ratios than are required. In &ct, when their acmal reserve ratio ap- 
proaches the legal ratio so that an impairment of their power and freedom is in 
sight, Congress very properly passes a new law lowering their legal ratio. 

Theoretically, therefore, each new dollar of gold at the base of the pyramid 
could expand ultimate bank deposits not simply by 5:1 (1 M), but by 

20:1 = 5 X 4 = 1 (K X K)- Each dollar of gold in the Resert^e Banks 
can theoreucally expand the legal reserve deposits of the Member Banks 4 
times; and each dollar of these reserves can further expand ordinary bank 
demand deposits 5 times, or 20:1 in all. 

Actually, the Reserve authorities do not mechanically expand 4:1 for each 
extra dollar of cash received by them. Therefore, 5:1 is more realistic for the 
system as a whole than 20:1. Before the present generation of college students 
hold their, twenty-fifth reunion, it is not at all impossible that the Federal 
Reserve legal ratio will be changed to 10:1, and that the total of money in the 
community will be much more than twenty times our gold holdings. A legal 
limit, which like the limit on the Federal debt can be constantly changed, is no 
real economic limitation.^ 

Let us return to the pyramid of credit. In addition to cash assets, the Reserve 
Banks hold about 24 billion dollars of loans and investments, almost all in 
short-term government bonds. Matching their total assets, the Reserve Banks’ 
first principal liability consists of Federal reserve note currency. This is held 
largely by the public as indicated, but in small degree also by the banks as dll 
money or vault cash. 

The other principal liability of the Reserve Banks consists of the legal 
reserve deposits of the Member Banks. Pyramided upon this 16 billion dollars 
of reserves is the volume of bank checking deposits or bank money held by 
the public. 

To test his grasp of these important financial institutions, the reader should 
perform the following review in terms of the different parts of the pyramid: 
(1) Show what happens eventually to 1 billion dollars of newly mined or 
newly imported gold. Show how this will give rise to new Member Bank 
reserves and to new checking deposits, and possibly to a little new paper money 
in circulation. (2) Show what happens if the Reser\'e Banks make 1 billion 
dollars of open-market purchases of government bonds firom the public. 

* Today this is taken for granted. But one of the contiibnnng reasons for the severity 
of the 1920-1921 price collapse was the failure of anyone to think of this easy solntion to 
the Federal Reserve Bank’s shortage of legal reserves. 
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WAR FINANCE AND THE BANKS 

may supplement this sail picture of out credit pyramid by showing how 
Vtold Vihr II caused most of our money to come into existence. In dap, 13, 
page 288, we saw how greatly our money supply inaeased from 1939 to 
1947: &om a total of 33 to 109 billion dollars. Most of diis took the form of 
demand deposits and Federal reserve notes. Now we are in a position to ex- 
plain how this all came about. 

During Vlkld %r II, the government found it necessary to spend more dian 
half the gross national product on guns, ships, men, and so forth. At first this 
resulted in increased output and reduced unemployment. Finally output 
reached its peak. Congress was unwilling to raise taxes sufficiently to get 
people to stop consuming the resources necessary for the \var effort. Patriotic 
exhortations to save more were also not strong enough. Therefore, price 
wntrols, rationing, and deliberate making of goods unarailablc had to step 
in to cut down on private consumption and increase private saving. 

financed the war by a huge excess of government expenditure over 
taxes. Corresponding to this huge deficit, direct controls forced an abnonnally 
high rate of saving on people. Hiey were free to save their extra income in 
whatever foim they liked: payroll war bonds, life insurance, savings accounis, 
paper cmrency, demand deposits, etc. People chose to put about half their 
savings in government bonds; another portion went indirectly into government 
bonds via insurance companies and savings bmks; the rest they chose to hold 
m the forni of currency or demand deposits. In fiict, because so many men were 
away from home, because of black markets, because of the great inacasc in 
incomes of the poor-for all these reasons diere was an astonishingly large 
incrt^e in the amoimt of paper currency, largely Federal reseree notes, that 
people wished to hold. «i«,mat 


Toal this, thcgov™traisednoobjections;iturged thrift and war 

on people, but let them do finally as they liked. Regardless of die form in 

^ ''’ealth, the same gigantic deficit had to be 

covered by loan financing. The Treasury simolv sold to rKi* iv,ni • 

whatever bonds the public would not «7e. 71 

WJ ta-l dv«i=, I** T 

bonds had to be sold to thp Rm»r, n i of course, some further 

npredammtofFetol re««,m4 
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the DJADEQUAaES OF MONETARl CONTROL OF THE BUSINESS CTCLE 

Today few economists regard Federal Reserve monetary policy as a 
panacea for controUing die business cycle Purely monetary factors are con- 
sidered to be as much symptoms as causes, albeit often symptoms uith ag- 
gravating effects that should not be completely neglected 

By increasing the volume of their government securities and loans and by 
lowering Member Bank legal reserve requironents, the Reserve Banks can 
encourage an increase m the supply of money and bank deposits They can 
encourage but, without taking drastic action, they cannot mipil For in the 
middle of a deep depression just when we most want Reserve policy to be 
effective, the Member Banks are likely to be nmid about buying new mvest- 
ments or making loans If the Reserve authonties buy government bonds in 
the open market and thereby sivell bank reserves, ihe banks n ill not put these 
funds to work but will simply hold reserves Result no J for 1, “no nothing,” 
simply a substitution on the bank’s balance sheet of idle cash for old govern- 
ment bonds If banks and the public are qmte indifferent between gilt-edged 
bonds-whose yields are already very low-and idle cash, then the Reserve 
authorities may not even succeed m bidding up die price of old goiemment 
bonds, or what is die same thing, m bidding down the interest rate 
Even if the authorities should succeed in forcing iom short-term mterest 
. rates, they may find it impossible to convince miestors that long-term rates 
will say low If by superhuman efforts, they do get interest rates doiin on 
high grade gilt-edged goveniraent and private securities, the interest rates 
charged on mme risky new investments financed by mortgage or commercial 
loans or stock-market fioations may remam sticky In other words, m 
^wmry vunmry phcy »ay m lowr rjffctm mtmst rates vm vmch but 
my simply spend itself m mahng everybody vme liquid 

of businessmen s behavior suggest that the level of the interest mte is not an 
unportant fector in their investment decisions Particularly in deep depression 

respect ^ the interest rate The same is even more true abouVp^S 
decisions on Wmuch oftheirmcomes to spend cm consumptir 
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rates down, but not all to the same degree. You can tempt businessmen with 
cheap rates of borrowing, but you can’t make them borrow and spend on new 
investment goods.^ 

The Reserve authorities may be a little more successful in putting on the 
brakes of monetary contraction, but even this is not certain. Most investment is 
today relatively independent of the short-term capital market and of hanlring 
rates of interest. Moreover, if the authorities rely simply on over-all quantita- 
tive control as they did in 1929, they may find it necessary, in order to choke 
off a speculative stock-market boom, to raise rates of interest so high for 
“legitimate” industrial borrowers as to create a depression. It is not good 
medical practice to put a tourniquet around the patient’s neck in order to 
check a little bleeding at the ear. Recent l^slation has relied partially on the 
greater use of specific qualitative controls : changing “margin” requirements on 
brokers’ loans, charging special RFC rates for investment activities to be 
encouraged, placing special curbs and limitations on installment selling and 
other consumer credit, etc. But, in part, the answer must be found outside of 
monetary policy. 

PUBUC DEBT iUNAGEMENT AND MONETARY CONTROL 

The possibility of using effective monetary controls to hold down inflation 
is further weakened in the period after Wbrld 'Whr II by the fact that some 
quarter of a trillion dollars of public debt is outstanding. If the Federal Reserve 
authorities were to try to break away ftom the Treasury’s influence and really 
to force up bond interest rates, then the prices of bonds would fall as pre- 
cipitously as they did after World Wu: I. If bonds fell from S points above par 
down some 25 points to 80 or below, our whole banking system might be 
technically bankrupt. Moreover, the interest charges on the public debt -would 
increase greatly in amount and burden, as the government would have to pay 
higher rates on its borrowing. 

For what purpose would this increase in interest rates ftom present levels of 
2 to 4 per cdk to higher levels of 5 to 7 per cent be instituted? In order to 
induce people to cut do^vn on their dqiartment-store purchases by a couple of 
per cent? In order to discourage a billion dollars of private investment, pri- 
marily on the part of less fortunate smaller businesses? These questions explain 
why only a minority of present-day economic experts hold out very high hopes 
for monetary policy to control a postwar boom. Yet if the postwar inflation 

» The banking authorities — unlike the fiscal authorities— deal only in secondhand assets, 
in transfer items. They are powerless to act directly on people’s incomes and on production! 
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persists for n long time the authorities will be faced with the problem of letting 
interest rates increase and permitting marketable war bonds to fall below par 


SUMMARY 

1 In Chap 14 It as shown that demand deposits of the commercial bank 
mg system can fluctuate in a 5 1 amplification of changes in bank reserves 
In this chapter it is shown that the rcdcnl Reser\e Banks — or any Central 
Bank— are able to control and influence the direction and quantity of bank 
reser\es These Member Bank reserves (together with outstanding paper 
Federal reserac notes) constitute thepnncipal liabilities of the Reserve Banks 
B) understanding the process by which Federal Resera e Bank assets come into 
existence we haxe the kej to the behavior of these liabilities 

2 The first principal asset of theReserve Banks consists of gold certificates 
For a countT) on the gold standard whose Treasury agrees to buy and sell all 
gold brought to it the process b> which these gold certificates change in 
amount is more or less automatic depending primaril) upon gold mining and 
the importing or exporting of gold Each dollar of new gold adds about a dollar 
to gold certificates and to Member Bank reserxes and indirectl> sexeral 
dollars in multiplied commercial bank demand deposits 

3 Far from automatic however is the process by which the Reserve au 
thonties increase the volume of Federal Reserve Credit by expanding their 
holdings of wmmgrtrfrtt primarilj short term government securities but also 
a few longer term bonds and loans acceptances or rediscounts Vi hen the 
total of these earning assets — often called Reserve Bank Credit— expands 
then Alcmber Bank reserves are increased interest rates arc cased and demand 
deposits ma> nse fivefold WTicn the total of Reserve Bank Credit contracts 
then bank reserves and deposits must shnnk and interest rates tend to rise 
These changes are supposed to induce the desired changes m investment and 
consumption spending 

4 During the 1920 s the Federal Reserve authorities used to be able to 
control the volume of their earning assets to some degree by means of the redis 
count rate the raising of which decreased its loans and put upvv ard pressure on 
market interest rates in general But in recent years the volume of Federal 
Reserve loans of all kinds has dimimshed to a mere trickle so that primary 
reliance must be placed upon open market purchases and sales of government 
securities When the Reserve Banks buy securities on the open market they 
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depress interest rates and increase bank reserves, thereby paving the way for 
an expansion of bank deposits and investment expenditure. Whai they sell, 
the opposite tends to happen. 

5. However, in the past 15 years, the Member Banks have often tended to 
hold excess reserves, so that the power of the Reserve authorities to engineer a 
contraction or expansion of the total money supply has been seriously limited. 
Moreover, interest rates have oftai tended to be sticky, and investment spend- 
ing to be unresponsive to changes in the interest rate. 

6. To some degree, the power of CtMigress and the Reserve Board to raise or 
lower legal reserve requirements helps to plug up these loopholes to monetary 
control, but only in part. Other supplementary methods of affecting business 
conditions involve the use of moral suasion to persuade the banks to expand or 
contract their operations, the regulation of margin requirements for buying 
securities, and the regulation of installment selling and other consumers’ credit. 

7. and postwar finance provide a convenient exercise illustrating the 
principles of modern central banking. Partly as a result of the need of the 
Treasury and the banking system to keq) up government bond prices and keep 
down interest rates, and partly as a result of the demonstrated weaknesses of 
monetary control policies from 1929 to 1941, the trend of modern thinking 
seems to be away from central banldng money and interest rate policy toward 
the fiscal policies discussed at the aid of Part Two. 


QUESTIONS FOR DISCUSSION 


1. In what Federal Resen^e distria is your locality? Where is the nearest branch^ 
Can you open up an account there? Why not? Have yon ever seen the Monthly News- 
letter for your reserve district? 

2. There is an excellent little descriptive book on the Federal reserve system 
called “The Federal Reserve System, Its Purposes and Functions." Ifyou are interested, 
look up in it the details of how your check to someone in another part of the country 
is cleared, 

3. Try to interpret the various items on the latest combined balance sheet of the 
Reserve Banks. 

4. You find an ounce of gold in a cave. Describe the steps in the process set up by 
your selling.it to the Treasury. 

5. You buy ?1,000 in gold from the Treasury to ship to South America. Describe 
all the effects on the banking system and the supply of American money. 

6. “Gold movements affected prices only because we followed the practice of 
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using them as a barometer, signalling us to expand or contract the total of money 
supph Of course, the gold standard x\as a stupid system But it u as xviser to tie our 
sehes to such an imperfect s>stem than to trust corrupt legislatures whose tendenc) 
IS always to pnnt inflationary paper monc> ’ Discuss 

7 Trace through the effects of a 1 billion dollar open market sale 

8 Trace the efl^etts of a doubling of resertc reqmrements 

9 List the weapons of monetarj control of the Rcsenc authorities How powerful 
are they (ff) to control M, (b) to control interest rates, (r) to control prices, (d) to 
control employment and unemployment’ Jusafj your answer 

10 How w ould posro ar debt retirement out of a surplus of taxes affect the banking 

system’ Trace the steps 

11 Discuss once again the statement of the Resene Board given in Question 7 
of Chap 14 

12 Comment on the folloxving 1939 Reserxe Board pronouncements 

‘[The Board] recognizes the importance of making c\ ery effort to achieve the 
underljing ob]ecmc, which, broadly speaking, is the fullest pracacable utilization 
of the country’s human and material resources stability in production and 
employment is a more satisfactory objcctix e of public policy than price stability alone ’ 

“ experience has shown the pnees do not depend primarily on the xolume 
or die cost of money ” 

“ that the Board’s control oier the xolume of money is not and cannot be 
made complete ” 

“ and that steady average prices, c\en if obtainable by oflicial action, would 
not assure lasting prosperity ” 

“ the pow ers oi cr [the supply and cott of money] possessed by the Treasury 
now outweigh those of the [Federal Rcsenc] System ” 



Chapter 16: international 

FINANCE AND DOMESTIC 
EMPLOYMENT 


IN the preceding chapters we have seen how the balance of saving and invest- 
ment affects — and is affected by— national income and employment, prices, 
money, and banking. Now we must add a new factor: international trade. 
How do we pay for goods that we import from abroad? How do foreigners pay 
for our exports? What determines the “balance of international payments” 
and foreign exchange rates? How does international trade affect our jobs 
and economic standards of living? Finally, what are the significant postwar 
problems of international trade and lending that the International Monetary 
Fund, the International Bank for Reconstruction and Development, the 
European Recovery Program, and the United Nations hope to solve? 

In answering such questions, tiiis chapter is divided into two parts. Section 
A gives a description of some of the basic facts and concepts of international 
finance: foreign exchange rates, the balance of international payments and its 
various components, and the nature of foreign capital movements. Section 
B shows how these concepts can be applied to the postwar world: to the 
problem of foil employment and international cooperation. A few of the more 
important technical aspects of the international finance mechanism (gold 
standard mechanism, etc.) are discussed in an appendix, which may be omitted 
completely or may profitably be read in between the two main sections. 
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A, INTERNATIONAL TRADE AND CAPITAL 
MOVEMENTS 

fORtIGN EXCHANGE RATES 

If I buy maple sugar from Vermont or pig iron from Pittsburgh, I naturally 
want to pay m dollars Also, the farmers and steel producers in question expect 
to be paid m dollars, because their expenses are all in dollars and because their 
living costs are all in dollars Withm a country, economic transactions are 
sunple 

But if I u ish to buy an English bicycle, matters are more complicated I must 
pay in British money, or w hat is called “pounds sterling,” rather than in dollars 
Similarly, an Englishman must somehow get dollars to an American producer 
if he w ants our merchandise Most Americans hat e never seen a British pound 
note Certainly they would accept pounds only if they could be sure of con 
terung them into American dollars— dollars to spend or sate 
Clearly, therefore, exports and imports of goods bettt cen nations with dif- 
ferent units of money introduce a new cconmrac factor the foreign exchange 
rate, giving the price of the foreigner s unit of money m terms of our own 
Thus, the price of a British pound is about $4, or, what is the same thmg, 
the foreign exchange rate bettt cen pounds and dollars is pound to each 
dollar There is, of course, a foreign exchange rate bettveen American money 
and the currencies of each and every country 50 cents for a Philippine peso, 
less than 1 cent for a French franc, etc * 

Given the foreign exchange rates, it is now simple for me to buy my 
English bicycle Suppose its quoted price is £10 (i e , 10 British pounds) 
All I have to do is look up in the netvspaper the foreign exchange rate for 
pounds If this is $4 per pound, I simply go to a bank or post office with 540 
and ask that the money be used to pay the English bicycle exporter Pay hun 
what’ Pounds, of course, the only kind of money he needs 
Whether 1 use the post office or a bank or a broker is of no particular im- 
portance In fact It IS all the same if the English exporter sends me a bill request- 

’ There art also foreign exchange rates benvten the pound and the hrench franc etc 
But these rates between other countries need not interest us much pamcularly since m n 
free competitive market the pound franc rate can be simply calculated from the pound 
dollar and franc-dollar rate because sharp-eyed international arbitragers see to it that 
relative rates do not get out of line 
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ing payment in dollars. In any case, lie ultimately wants pounds, not dollars, 
and will soon trade the $40 for £10. (Needless to say, we are neglecting com- 
mission charges and the cost of money orders.) 

The reader should be able to show what a British importer of American 
grains or automobiles has to do if he wants to buy, say, an $800 shipment from 
an American exporter. In this case pounds must be converted into dollars. 
Why.? How? 

THE INTERNATIONAL BALANCE OF PAYMENTS 

So much at present for foreign exchange rates. Unless you are an expert, you 
need not worry further about mechanical details. Still your knowledge will be 
incomplete unless you understand the basic economic forces working behind 
the scenes. How are banks, post offices, and brokers always able, here and 
abroad, to exchange pounds for dollars and dollars for pounds? 

The answer lies in the fact that international trade is largely a two-way 
street. Goods are being traded for goods, just as in a horse swap. When we 
import, we offer dollars for pounds. When we export, the English offer pounds 
for dollars. Let us see why this is all so by examining the balance of interna- 
tional payments. 

Official records are kept of all international transactions during a year: of 
merchandise exported and imported, of money lent abroad or borrowed, of 
gold movements, of tourist expenditures, of interest and dividends received 
or paid abroad, of shipping services, etc. They all go to make up the balance of 
international payments, which is simply a double-entry listing of all items, 
drawn up in such a way that it must always show a balance.^ 

Within the balance of international payinents, there are Uvo narrower 
categories: (1) the balance of (merchandise) trade and (2) the balance of 
current items. The balance of trade is simply the difference between goods 
exported and goods imported. When exports exceed imports, i.e., when we are 
giving away more goods than -we are receiving, we use the rather misleading 
expression, a “favorable balance of trade.” When there is an import surplus, 
we use the term “unfevorablc balance of trade.” 

The balance of current items differs from the balance of trade by including, 
in addition to purely merchandise exports or imports, certain so-called “in- 
visible” items, such as tourist expenditures and shipping services. 

Thus, expenditures of American travelers abroad operate just like an import 

^ Smuggling and some other items elude the record keepers, so it is almost always neces- 
sary to introduce a miscellaneous category of omitted items just large enough to show a 
fotmal balance. 
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into the United States As for as international trade is concerned, it doesn’t 
matter whether Americans consume French brandy in Pans or Seattle, in 
both cases we. must trade dollars for foreign currency m order to consume 
foreign goods or services Gifts of funds abroad by immigrants or by the 
government are also invisible items eMcdy like imports Shipping services 
iihich we proiide for foreigners affect foreign exchange and the balance of 
international payments just like an export of American goods, but shipping 
services that we buy from abroad are invisible items just like imports 
The last important im isible item is interests and dividends When Ameri- 
cans receive interest and dividends from abroad, this acts just like an export 
m making foreign currencies a\ailable to us In short, just as a present-day 
export enables us to import from abroad, so does a present-day dividend on 
capital, nhich ne formerly lent abroad, permit ns to pay for imports 
Merchandise exports or imports plus invisible items go to make up the 
balance of current items The only items not included in the current items are 
(1) all short- or long-term capital loans and (2) all gold or specie movements 
As far as the supply and demand for dollars and foreign currency are concerned, 
gold flowing into a country can be treated like the import of any chemical 
element or commodity But when we import capital by borrowing from a 
country like England, the effect on the market for dollars and pounds is just 
the opposite of a commodity import Instead of having to pay pounds to 
foreigners, w e are in effect recen mg pounds— just as if w e had been exporting 
goods For this reason, it is always least confusing to speak of a capital im- 
port into the United States as being an “export of Umted States securities or 
1 0 U ’s ” Follow mg this method of speech, w e can treat all imports or exports 
alike regardless of whether they are of gold, merchandise, or capital securities 
The balance of international payments is usually presented in three sections 

1 Current items 

Merchandise (or trade balance) 

Invisibles 

Shipping 

Tourist expenditures 
Immigrants’ remittances 
Interest and dividends 
Government gifts and transactions 

2 Gold (or “specie”) movements (in and out) 

3 Capital movements (in and out) 

Long-term 

Short-term 
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The balance of trade is, of course, but one part of the first, or current, section. 
It Is to be stressed that the balance of trade and the balance of current items 
do not necessarily have to be in perfect balance. Only the total balance of 
international payments must be always in balance. This is because any lack of 
balance of current items must be exactly matched by an opposite balance of 
the capital and gold items. Why? Because whichever of our sales abroad are 
not matched by swaps against goods must be paid for by gold or must be 
owed to us. 

It should be noted that our balance of payments is with all the rest of the 
world and not with just one country. Our total balance of payments must al- 
ways be in balance, but there is no reason why there must be a balance with 
any one country, such as Britain. On the contrary, it is usual and desirable for 
us to sell more to Britain than we buy from her; for Britain to sell more to the 
East Indies than she buys from diem; and for the East Indies to sell more tons 
than we sell to them. This example of triangular trade is just one instance of 
the profitability of multilateral trade. As discussed in a later chapter, standards 
of living all over the world would deteriorate if international trade were pressed 
into the mold of bilateralism, ivith a perfect balance being insisted upon be- 
tiveen every pair of countries. 

Table 1 presents the official Balance of International Payments of the United 
States for the last prewar year. In Col. (1) the various current items (mer- 
chandise and invisibles), gold, silver, or specie items, and capital items are 
listed by name. In the three remaining columns, the quantitative fipres are 
listed for each item. Column (2) lists all the “credit items”; i.e., all the inter- 
national transactions that are just like exports and enable us to get hold of 
foreign currencies. Column (3) lists all so-called “debit items,” i.f., all trans- 
actions that are just like imports and require us to give up dollars for foreign 
currencies. Column (4) gives the net difference between credits and debits. 

This is well illustrated by the merchandise item. Our exports were 3,241 
million dollars in 1939; because foreigners had to pay ultimately for these in 
dollars, foreign currencies were made available to us in this amount. Therefore, 
this is listed as a credit item in Col. (2). Our imports were 2,362 million 
dollars, and since we had to pay for these in foreign currencies, this is listed in 
the debit column. With our exports in excess of imports, we had a frvorable 
balance of trade of 879 million dollars (3,241 — 2,362). This is listed as a 
+ item in the net credits. The reader should go through all the remaining 
items one by one to be sure he understands their true nature and prewar 
role. 

Note that in the last prewar year, we had a so-called “frvorable” balance of 
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TABLE 1 Balance of International Payments of the United States 1939 
{In millions of dollaii) 




Items 

(1) 

Credits 
(items— like 
exports— 
proxiding 
America 
with foreign 
currencies) 
(2) 

Debits 
(items — ^like 
imports— 

using up 
foreign 
currencies) 

(3) 

Net 

Credits (+) 

or 

Debits (-) 

(4) 

Current merchandise and sen ice 
Merchandise 

$3 241 

$2 362 

$+879 

Freight and shipping 

125 

249 

-124 

Travel expenditures 

170 

469 

-299 

Remittances and charitable contnbu ' 

tions 

45 

187 

-142 

Interest and dnidcnds 

531 

211 

+320 

Gmemmcnt transactions and miscel 
laneous 

179 

155 

+24 

Total current items 

$4 291 

$3 633 

$ +658 

Gold and siher 

Gold moiements (net including ear 
marking ) 



$-3040 

Silver exports and imports 

$ 14 

$ 85 

-71 

Total gold and sih er mox emcnts (net) 

- 

- 

$-3 111 

Capital exports of our 1 0 U s (+) or 
imports (— ) 

Long term 

$1 624 

$1 510 

$ +114 

Shortterm and miscellaneous (net) 
(includes paper currency mo\c 
ments) 



+1 302 

Total capital items (net) 

— 

— 

$+1416 

Omissions and unrecorded transactions 

- 

- 

$+1 037 


trade we were exporting more goods than we were importing The difference 
was covered in part by such invisible items as travel expenditure and shipping, 
but more importantly by the gold that vas being sent to us 
On balance w e were not importing 1 0 U s and lending abroad On the 
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contrary, there was “capital flight” to the United States in 1939: so many 
jittery foreigners wanted to get their money safely invested in the United 
States that we were exporting LO.U.’s and becoming less of a creditor nation. 
Of course, our LO.U.’s were not being exported to pay for any surplus of 
our imports. Reading the table closely will show they were necessary to 
acknowledge the receipt of so much gold that foreigners were arodously sending 
to us for safe keeping. Our short-term LO.U.’s were primarily nothing but 
acknowledgments of the deposits that foreigners placed in our banks. 

'Vik may summarize our discussion of the balance of international payments 
as follows: 

1. If exports and imports produce a perfect balance of trade, then although 
individuals are going through the motions of exchanging dollars for pounds and 
vice versa, international trade is really taking place by a swap of goods for 
goods. 

2. A favorable or unfavorable balance of merchandise trade may be taken 
care of by invisible current items. Thus, we may import more than we export 
if we are providing shipping services to foreigners or are receiving interest and 
dividends or immigrants’ remittances from abroad. 

3. There may still be an unfavorable balance of all current items. This may 
be met in part or in full by our shippmg gold abroad. Similarly, at other times 
gold may flow into the United States. 

4. Instead of gold flowing in or out to meet a lack of balance of current 
items, I.O.U.’s (i.e., “I-owe-you’s”) may flow in or out.^ Such capital move- 
ments are extremely important and deserve considerable attention. 

Suppose that we have an export surplus which is to be balanced by our 
importing foreign I.O.U.’s. There are various ways in which this capital 
movement can take place: Foreigners or their government might (1) borrow 
from a New York bank, or (2) sell bonds in the New York market, or (3) 
borrow from the U.S. government’s Export-Import bank, or (4) sell some 
of their shares of stock in American or foreign companies, or (S) fail to renew 
an old loan that they made to us years ago, or (6) use up a deposit that they hold 
in an American bank, etc. The reader should go through the opposite steps 
when we borrow from abroad and describe some of the ways that this might 
take place. 

STAGES OF A COUNTRV’s BALANCE OF PAYMENTS 

Historically, the United States has gone through four stages typical of the 
growth of a young agricultural nation into a well-developed industrialized one. 

1 Capital or gold movements are often causes, as well as effects, of trade movements. 
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1 Young and Gr<notng Debtor Natmi From the Revolutionary 'Whr era 
until just after the Civil Wu:, we imported more than we exported England 
and Europe lent us the difference in order to build up our capital structure 
We were a typical young and grow mg debtor nation 

2 Mature Debtor Natm From about 1873 to World War I, our balance 
or trade appears to have become ftivorable Aside from tourists’ and immi- 
grants’ Items, this was made necessary by the growth of the dividends and 
interest that we had to pa) abroad on our past borrowing These invisible 
Items kept our balance on current account more or less in balance Capital 
movements were also about in balance, our new lending just about canceling 
off our borrowing 

3 New Creditor Nation In World Wu: I, we expanded our exports tre- 
mendously At first, private American citizens made loans to the warring 
Allied powers After we got in the war, our government lent money to 
England and France for vv ar equipment and postvv ar relief needs We emerged 
from the war a aeditor naaon But out psychological frame of mind had not 
adjusted itself to our new creditor position 'We passed high tariff law s in the 
earl) 19Z0’s and again in 1930 Because Amenca refused to import, foreigners 
found It difficult to get the dollars to pay us interest and dividends, much less 
repa) the principal 

So long as w c remained in this third stage of being a new creditor country, 
so long, that is, as vve kept making new private foreign loans all through the 
1920’s, ever) thing momentarily appeared all right on the surface We could 
continue to sell more than vv e vv ere bu) mg, by putting most of it “on the cuff ’’ 
The rest of the w orld met our export surplus by sending ns gold, and by 
sending us 1 0 U ’s As long as 'Whll Street bankers could interest Mam Street 
in foreign bonds, everything seemed rosy But by 1928 and later, when 
Americans would no longer lend abroad, the crash finally came International 
trade broke down Debts were defaulted America, as much as the rest of the 
world, was to blame 

4 Mature Creditor Nation America has not yet succeeded in moving into 
the fourth stage of being a mature creditor nation England reached this stage 
some years ago As is usual in such cases, her imports exceeded her exports 
Before vve feel sorry for her because of her so-called “unfavorable” balance 
of trade, let us note what this really means 

Her ciuzens were living better because they were able to import much 
cheap food, and m return did not have to part with much in the w ay of valuable 
export goods The English w ere paying for their import surplus by the interest 
and dividend receipts they were receiving from past foreign lending 
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Fine for the English. But what about the rest of the world? 'Weren’t they 
worse off having to send exports to Eiigland in excess of imports? Not neces- 
sarily. Normally, the capital goods that England had previously lent them 
permitted them to add to their domestic production— to add mm than had 
to be paid out to England in interest and dividends. Both parties were better 
off. Nineteenth-century foreign lending was twice blessed: it blessed him who 
gave and him who received. Of course, things were not always quite so 
smooth. Some investments proved unwise. Political problems of colonies and 
nationalism complicated the situation. And as we shall see, after World Wax I, 
the whole process broke down. 

BASIC SIGNIFICANCE OF IN-FERNATIONAL CAPITAL MOVEMENTS 

Let US return now to the problem of capital movements. If political prob- 
lems of nationality and domestic problems of unemployment did not enter 
the picture, then the fundaments of international lending would be easy to 
understand. We could easily cut through the fog of money and finance and 
concentrate upon the real aspects in terms of goods and resources. 

How does capital grow within a country? By our diverting labor, land, 
machinery, and other resources away from the production of current con- 
sumption goods. Instead, we plant trees, drain rivers, build new machinery 
and buildings. All these add to oiir future national income and levels of future 
consumption. ' 

Wc are postponing present consumption for future consumption; in fact, 
for an even greater amount of future consumption. Where does the increase in 
future consumption come from? From the fact that capital goods have a “vet" 
productivity. This net productivity of capital is the real side of the interest 
rate, whose monetary side we discussed earlier. 

As an example of the net productivity of capital, imagine a farmer who 
plants 100 seeds instead of eating them. After a year, they have grown into 
more than 100 seeds. Some of this harvest he must feed his horse, some he 
must give to his hired man. Perhaps only 106 are left. Of course, the first 
100 are used to replace him in the situation in which he started. But the 6 extra 
represent the net productivity of capital. Expressed as an interest rate, we say 
thafhe is earning 6 per cent per year on his real capital. What is true of seeds 
or rabbits is also true of inorganic capital such as hammers or machine tools. 
It takes tools to make tools! If we are willing to forego the use of tools for 
present consumption pleasures, we can use them to make more tools. The 
new tools made cannot all be considered the net productivity of capital. Only 
the increase or surplus over and above the used-up tools represents a real 
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return on our capital In other words, the net productivity is reached after 
depreciation or replacement has been allowed for All capital goods tend to 
ha\e a net productivity, and of course people always tend to invest only in 
those projects with the highest interest return 
In countries with much labor and many inventions, the rate of interest 
tends to be high But as more and more capital is produced — as more seeds 
are added to the same acres of land and more tools are given to a limited 
number of people— the law of dimmishing returns sets in The rate of interest 
drops from 6 to 5 to 4 and even below 1 per cent Now that businessmen can 
borrow at a low er rate of interest, projects that w ere before unprofitable do 
become profitable Investors w ish for inventions or for new labor and resources 
Different parts of the world ha\e different amounts of resources labor, 
minerals, climate, know how, etc Vlfere it not for ignorance or political 
boundaries, no one would push investment m North America down to the 
point of 3 per cent returns 1/ elsewhere there stiU existed 6 per cent opportunities 
Some capital would certainl) be invested abroad This would give foreign 
labor higher w ages, because now the foreign w orker has more and better tools 
to w ork w ith It w ould increase foreign production By how much> Not onl) 
by enough to pay for the constant replacement of used up capital goods, but 
in addition by enough to pay us an interest or dnidend return on our imest 
ment This interest return would take the form of goods and sen ices which 
we receive from abroad and which add to our standard of living An all wise 
scientist w ould probably approve of the process It w ould make sense to him 
because capital is going into the regions where its productivity is highest 
When w ould we be repaid our principaP So long as w e are earning a good 

return there is no reason why we should ever wish to have it repaid Howe\cr, 

the once backward country may finally become rather prosperous It may 
wish to pull in Its belt as far as consumpnon is concerned, and to use its 
sa\ mgs to buy out our ownership in its feaories, farms, and mines But suppose 
that w e are rich, w ith plenty of savings and with so much capital at home that 
our rate of interest is low IW will not particularly wish to sell out or be 
repaid We will raise the selling pnee of our farm and factory holdings abroad 
Or in other words, we will be content with a smaller percentage interest 
return Thus, there is no necessary reason why a country should e\er be 
paid off for its past lending, unless it has become older and poorer than the 

rest of the world 

When nationalism rears its ugly (or beautifiil) head, matters change 
Within the United States, interest and dividends may stream from South to 
North and West to East until doomsday A fexv people may grumble about 
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When the time comes for interest payment, the foreigners must sell us 
more goods than they buy m order to get the extra dollars to remit to us Our 
balance of mtemational payments then will show an import surplus, balanced 
by the invisible credit item, interest and dividends 
Should ue feel glad or sorry Tshen we are exportmg more than ve are 
importing’ If At e never had to v orry about unemployment, u e u ould certaml) 
regret having to give au ay goods that nught better serve our o\\ n w ell being 
Only the consolation of later receiting goods m return could serve to compen 
sate us for this present loss If ue could look into a crystal ball and see that 
the investment tvere sure to go sour later and net er be repaid either in principal 
or interest, then we should certainly ctmclude that the capital movement u as 
a bad and not a good thing 

Why then do people seem to become so happy o\ er a so-called “favorable’ 
balance of trade when they ate giving away more goods than they get’ Why 
does a congressman s heart bleed when we hate an “unfavorable balance 
of trade and are receiving more in goods than we give’ The answer is partly 
stupidity The congressman has not thought the matter through But that 
IS only the smallest part of the story 

The answer is also partly selfishness Paracular businessmen and laborers 
may benefit by our shutting out imports and encouragmg exports— even 
though the country as a whole is w orse off Suppose that the 60 milhon workers 
in the United States are alw ays fully employed Then it will be to our greatest 
adi antage to put our resources to work in tiiose industries where we hat e the 
greatest relative advantage This may mean that it is better for us to produce 
automobiles and trade them for watches rather than to produce watches, 
better to produce machine tools and import wool rather than produce both, 
better to take advantage of all possibihties to get goods cheaply from abroad 
But that IS looking at the matter from the standpoint of all the country and 
of all consumers, from the standpoint of real wages of American labor as a 
whole But what about the watchmakers and the wool growers’ The tariff 
may be subsidizing them, and they will put pressure on their congressmen 
not to lose that subsidy If it w ere a question of a sudden remoi al of all tarifts 
or of national defense, arguments could be made on both sides But certainlj 
there is no strong econcmic argument against a gradual reduction of protective 
tariffs, so that as workers died off and transferred from relam ely ineffiaent 
industries, there would be a shift to Amencan industries w ith greater long run 
effiaency 

The above all holds, assuming that total spending is always )ust sufficient 
to keep us at full employment When mvestment outlets are so brisk as to 
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lead to inflation, die argument that a country should want to import rather 
±an export is even more powerful. When total spending tends to be higher 
than the value of goods that can be produced, people who leave watchmaking 
and wool growing can find new jobs vidth relative ease. The more we import 
of goods and the less we export, the greater is the stock of goods available 
for our money to purchase. Also, the more efficiently we allocate our resources, 
the more goods will we be producing. TTie greater the flow of goods com- 
pared to the total of spending, then the better our ability to control inflation. 
The time, therefore, to reduce tarifi^s gradually is during booms— such as 
the years immediately following ^^brld 'Whr II. Special interests will still 
squawk. But they need not then be given excessive attention. 

It is when we drop the assumption of full employment that we find that there 
is something more than ignorance or special pleading to explain the mad frenzy 
of nations to give away rather than receive goods. We then begin to move in 
a never-never land of non-Euclidean axioms, where black appears white and 
parallel lines meet, where individual wisdom appears as social folly, and where 
even social folly seems to have some of the aspects of social wisdom. The 
remaining section deals with international trade and jobs in the years ahead.* 


B. POSTWAR INTERNATIONAL TRADE AND 
FULL EMPLOYMENT 

EXPORTS AND JOBS 

Talk to a businessman whose memory goes back 40 years. He will point 
out that exports have always been a stimulating factor along with domestic 
private or public investment. He will recall the years 1915 and 1916, before 
we entered World Vihr 1, when France, Russia, and England suddenly became 
avid customers for our exports. sent them goods in return for barren gold 
and fancy gilt-edged certificates. The result: a shift from American depression 
to great prosperity. Or in the period after we entered the first war, when our 
shipments of useless shot and shell increased, again there resulted all the appar- 
ent trappings of prosperity-booms, i.t., high prices and plentiful jobs. 

During the 1920’s when we were making many foolish private loans to the 

* Some readers may wish to read the Appendix to this chapter before going on to the 


next section. 
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rest of the world and whooping it up for tariffs allegedly to “protect the 
American workers’ standard of living,” one of the contributing factors to 
our favorable balance of saving and investment seemed to be heavy foreign 
lending Like domestic private imestment or government deficit expenditure, 
the foreign trade balance was adding more to total money spending than it 
vas subtracting The hard-boiled businessman sums it up “Of course, many 
of our foreign loans later turned sour and investors lost their money But 
while we are shipping goods abroad, jobs are created It doesn’t matter as far 
as ament jobs and prices in the twenties are concerned whether the loans 
10 years later will turn out good or bad, or whether they represent public 
or private gifts ” Or, as the late president of the First National Bank put it 
“It IS better to have lent and lost than never to have lent at all ” 

This teaches us a lesson as far as present total purchasing power and 
employment are concerned, wise domestic imestment is no more powerfiil 
than ultimately foolish investment, wasteful public expenditure is as infla- 
tionary as useful expenditure, giving away goods rather than accepting them 
from abroad helps the current job situation for as long as you can get aw ay 
with It 

What is the true cost to the American people of the goods w e are throw ing 
away!* If unemployment were always at a minimum, the answer would be 
clear The cost of devoting resources to unwise domestic investment, to 
public leaf raking, and to throwing goods abroad would be the useful goods 
and services that we could be producing by applying those same economic 
resources to useful lines This is the fundamental real cost to keep in mind— 
not some confusing financial figure 

What happens to this cost analysis if there is unemployment? if the alterna- 
tive to shipping goods abroad is idle factories and idle men? If we accept this 
hopeless assumption, then everything is changed The extra production seems 
to cost us nothing, since it is produced widi resources that would otherwise 
be rusting and champing in wasteful idleness The lucky (or shall we say 
unlucky?) foreigners get our goods, but that doesn’t mean that we are forced 
to consume any less than before Drawing up our national score card, we 
might state that (1) our production has gone up by, say a million dollars, 
(2) we ship one million dollars of exports abroad receiving no worthwhile 
goods in return, (3) our jobs and sweat have increased, and the evils of 
idleness have slightly decreased, (4) our total consumption seems to have 
remained the same 

Notv if we believe that the proper end of economic activity is the consump- 
tion of goods and services, our verdict would have to be, “We are neither 
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better off than before nor worse off." Actually, this is wrong. We have for- 
gotten something very important. 

When workers and capitalists in Lynn, Mass., receive extra income from 
producing pnerators for export, they will spend part of that income upon 
new American consumption goods. When export producers have received 
an extra million dollars of income, they vsdll respend perhaps two-thirds of 
it upon consumers goods produced in Pennsylvania or Iowa. Now there is an 
extra 5666,667 of production, jobs, and income in those states. Two-thirds 
of this will be spent upon other American consumers’ goods. And so it goes. 
The “multiplier” analysis of earlier chapters applies just as much to inter- 
national investment as to anything else. By the time the process has worked 
itself out, American production and employment have gone up by 3 million 
dollars: 1 million of primary exports plus another 2 millions of secondary 
consumption. 

Our national score card reads as follows: (1) total production and employ- 
ment up by 3 million dollars; (2) total domestic consumption up by 2 million 
dollars. Thus, even those interested only in consumption as an end of activity 
must admit that, as compared to twiddling our thumbs in depression idleness, 
throwing away goods has made us better off rather than costing us something! 
To this our businessmen will say, “See, I told you so, even though I didn’t 
know the economists’ fancy language and couldn’t spell out all the details." 

So far so good, even though the whole process reminds us of the first savages 
who had to bum down a house to roast a pig. International “boondoggling” — 
for that’s just what it is — ^is no better or worse than scattering leaves and 
raking them, but it may be better than nothmg. 

But why assume that the only alternative is doing nothing? Surely, a third 
alternative, other than (1) inaction or (2) international boondoggling can be 
found, so that we shall not only get the 3 million dollars’ worth of jobs and the 
2 million dollars of second-round consumption but also will get something 
useful for our 1 million dollars of work on the first round. Instead of throwing 
useful goods into the ocean, so to speak, why not use them for domestic 
consumption or domestic capital formation? Or if we feel that it is to our 
national interest and preference to help out the consumption and development 
of foreign nations, let us make sure that it does really help them out. This is 
just common sense; just as it is clearly better for the government to build 
useful dams and hospitals rather than to rake leaves or construct pyramids. 
Both policies may lead to extra jobs and extra induced private consumption, but 
one leads to a greater total of useful production than the other. 
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beggar mi neighbor poucies 

In an earlier chapter we learned the pirado'c of thrift the attempt of indi 
\ iduals to maease their sa\ ing ill m i w orld of unemp^Tnent often result 
jn less actual sai ing and im escmenc bcciuse of the hirmful effects on income 
and employment Here u c hn e just come to understand w hat might be called 
the paradox of internanonal chanty As compared to doing nothing toward 
airing depression vncmployment it may le better to increase exports and r^use 
m ports better not just from the standpoint of jobs but from the standpoint of 
dm estK consumption 

A little knowledge is a dangerous thing Suppose that you are a congress 
man who has grasped this possibility \ou might immediately set about to 
create a faaorablc balance of trade for the United States \ou might begin to 
do one or all of the follow mg beugar my nci^bor policies 

1 Increase protcctn c tariffs on our imports and promote Buy American 
campaigns 

2 Better still pass a law setting low import quotas so that not more dian a 
specified amount of each good can be shipped to us 

3 Or taking a leaf from Hitlers Nazi book introduce comprehensne 
exchange control so that caory import must receiac a special license exports 
are to be subsidized bilateral trade agreements arc made xaith each country 
limiting the direction and degree of trade and sera ing as a political xa capon of 
innmidation or bribery An elaborate sy stem of regulations is set up according 
to which fore gners haac to pay different prices for the dollars they need for 
each different kind of good— depending upon w hat y ou think the traffic xa ill 
bear etc (As this is written m 1948 most nations soil haae extensiac 
exchange control ) 

4 Depreciate the dollar as much as possible so that foreigners can buy our 
imports aery cheaply xahilc pounds and francs are made so expensive as to 
discourage our importing In other xa ords the more xa e succeed in depreciating 
the dollar compared to all foreign currencies the greater the exports we arc 
able to give away and the fewer arc die imports we arc xailhng to take One 
way to depreciate the dollar is to raise our buying price for gold If other 
countries do not retaliate this deaaluation of the dollar will cheapen the 
dollar relative to foreign currencies and xaill enable us to give away exports in 
return for useless gold imports 

(A fifth xvay that a country can expand its exports relatix e to its imports is 
to offer foreigners sound or unsound international loans at low rates of interest 
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or even more, to make them huge gifts— financed by the Treasury or by gulli- 
ble private investors. But unlike the previous four devices, the foreign country 
is not necessarily beggared as a result.) 

A good congressman should be able to think up a few more devices, but 
these are the most important policies to be followed by a country that hopes 
to solve its unemployment problem at the expense of its neighbors: i.e., by a 
country whose motto is “A short life and a merry one. Export and be happy, 
even though an international financial crash is brewing.” 

, Any intelligent person who agrees that the United States must play an 
important role in the postwar international world will strongly oppose the 
above policies, because they all attempt to snatch prosperity for ourselves at 
the expense of the rest of the world. Such a person would think it unfair of us 
to try to export our unemployment, so to speak, on to our neighbors. 

But suppose we are hard-boiled; or to put it crudely, selfish. We must still 
reprd these beggar-my-neighbor policies as rather foolish. Why.^ 

One does not need much intelligence to see that foreign nations will not 
stand idly by while we attempt these policies. They too have economics 
textbooks, and legislators. They, too, during a great depression will be follow- 
ing beggar-my-neighbor tactics; they too will be raising tariffs and intro- 
ducing import quotas and exchange control; they will be trying to depreciate 
the pound (or the ftanc as the case may be) so that the dollar will appreciate 
in value. In short, they will be trying to increase their exports and reduce 
their imports. 

What is the result when all countries try to beggar their neighbors in this 
way — ^when all try to climb on each other’s shoulders to see the parade? 
Obviously, we cannot succeed in exporting to England more than she is import- 
ing to us, while at the same tme England is succeeding in exporting to us more 
than she is importing. Our mutual attempts to develop favorable balances of 
trade are worse than canceling. International trade drops to the lowest level 
of exports and imports. Both nations are worse off. 

Again, how can we succeed in getdng the pound-dollar foreign exchange 
rate up to $6 per pound (a “depredation” of the dollar) at the same time that 
the English are succeeding in depreciating their pound down to way below 
$4 per pound? We both can’t succeed. Because depreciation and appreciation 
are relative things, no one is better off. 1b elaborate the obvious further, 
how can we lend to Britain (net) in the next depression at the same time that 
she is lending (net) to us? In fact, if the legislators of both countries are on 
their toes, we cannot even succeed in giving away goods to each other. For, 
if free supplies began to come in from abroad, more American workers would 
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be thr(n\n out of jobs— a condition that no red blooded American could e^e^ 
permit to happen 

What IS the final moraP Obviously that a strong important country like 
the United States cannot sensibly regard international trade as a u ay of solvmg 
Its unemployment program 'Wfe cannot and should not if wc could But ue 
cannot Other countries u ill retaliate to our beggar my neighbor tactics w ith 
the result that we shall all be much ^\orse off Ben\een 1950 and 1970 our 
choice should not be benteen (1) domg nothing about unemployment or 
(2) tr> mg to export our unemployment abroad b} restricm e trade policies in 
the hope of getting fa\ orable secondary multiplier effects Instead u e must aim 
at a superior third choice (3) u hereb> u e conquer the problem of unemployment 
b) domestic policies and use international trade onl> to increase our present 
and fiiture standards of consumption or to sene our political aspirations and 
responsibilities 

POSTWAR INTFRNATIONAL COOPERATION 

Economic isolation will not work On this if on no other proposmon 
99*5ioo per cent of all economists are agreed Nc\crtheless economic isola 
non may again rear its head because nations who ignore history are con 
demned to repeat it Let us turn to the problems that the United States must 
face in the postw ar w orld 

Let us assume that w e all w ant to aim at the tw in goals full and efficient 
employment at home with a rising standard of Ining and products ity and 
peaceful profitable trade rchtions w ith our neighbors on a durable basis To 

achieve these goals we must face and sohe the following half dozen mam 
problems 

PROBLEMS OF POSTWAR INTERNATIONAL FINANCC 

I Fu// Employnicnt at Home The United States can make its greatest 
single contribution to sound postwar econonuc relations by adopting such do- 
mestic public and pru ate policies as w ill keep its real national income high and 
growing In the past America has long been the important plague center of 
unemployment B> letting our national income slump off we permit our im 
ports to fall to low lei els w hile still strn mg to export As a result of tr> mg to 
solve our unemployment problem through a fai orable balance of trade we 
deflate and impoverish the rest of the world This invites retaliator> foreign 
rcsmctims and all nations lose in the mad game of beggar my neighbor 
we do a pretty fair job in the postwar of keeping American employment 
and income high-by means of damestmlly mated purchasing power'— other 
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nations will be able to pay us for our exports by their exports. With reasonably 
fall employment at home, we shall be in a position to welcome goods sent to 
us as dividends and interest on our past investments and as repayment of 
principal. With fall employment, we can welcome anything that enables us 
to raise our living standards by importing more cheaply and fally.With fall 
employment, we can gradually reduce our artificial protective barriers and 
subsidies to relatively inefficient American industries. 

2. Marshall Plan for Europe. We have come out of the war with more 
resources than ever before. Other nations — such as Holland, France, England, 
Czechoslovakia— suffered extensive war damage. If the peace is to be durable 
and if democracy is to flourish, we ought to send these countries food and 
goods for relief and rehabilitation purposes. We must do this because of our 
generosity — or some will argue, because of our power politics— but not 
because gifts make jobs on our farms and in our export industries. 

Because of the painful lesson learned from the World "Wbr I debts, we have 
been smart enough to cancel off immediately our lend-lease debts with England, 
France, and other allied powers. By having their men fight the enemy with 
our guns, planes, and ships, we saved American lives. Let us leave the matter 
there, and not let interallied war debts lead to the bad feeling and economic 
collapse of the previous postwar period. 

Even though UNRRA (United Nations Relief and Rehabilitation Admin- 
istration) ended with 1946, America is still finding it necessary and desirable 
to send farther relief supplies abroad. Relief, as such, should be recognized 
as a gift, not as a loan. 

Communism thrives on economic diaos abroad. Disorganization and priva- 
tion in Europe constitute a threat to die peace and security of the United 
States. For this reason President Thiman and Secretary of State Marshall 
asked the countries of Europe to get togedier and draw up plans for helping 
themselves to economic recovery, so diat we could intelligently aid them in 
this task. Sixteen nations — exclucfing the satellites of the Soviet Union, who 
all declined to participate— met at Paris in die summer of 1947 and drew up 
an important economic report pointing out the roads to cooperative recovery 
over the following 4 years and indicating how American financial aid would 
be necessary to help them help themselves in becoming again self-supporting. 
They pointed out the great and universal “shortage of dollars,” which is the 
financial counterpart of the great need in Europe for the food, fertilizer, and 
capital equipment that only America can provide. 

Despite the fact that high postwar spending in the United States kept goods 
scarce and prices high, both political parties pledged their support to the 



POSTWAR INTERNATIONAL TRADE 377 

European recover) program for reasons of charity, for reasons of political 
securit) and to head off the spread of European communism The exact size 
and form of the aid program will determine themselves only over a period of 
years but it is certain to be large enough to affect appreciably the level of 
United States purchasing power and consumable output 

3 The British Balance of Payments Problem In addition to relief countries 
such as Britain and Trance have been given reconstruction loans The Brinsh 
loan IS for billion dollars to be spread over 1946-1951 and to be repaid 
with interest in )carl) installments thereafter Aside from her bombed cities 
and factories Britain suffered tremendous losses of her foreign investments 
as a result of the war Before lend lease and Pearl Harbor she had to sell 
almost all her holdings of American stocl s and bonds, we sent her guns in 
exchange for her giving us bad our old 1 0 U s The same thing happened 
with respect to England s relations to Canada Australia India and the 
Empire Enitland now ow cs them instead of being their creditor Not being 
able to pa) them on demand she has blocked or frozen their right to receive 
payment The) can use these balances only to buy goods m Britain Our loan 
and Marshall Plan aid ma) evcntuall) help toward unfreezing the so-called 

blocked sterling balances ow cd by England abroad 

More directly our loan w til enable Britain to pay for the food imports that 
used to be paid for by her interest and dividends from abroad The war has 
revolutionized Britain s creditor position— her net interest and dividends have 
been nrcatl) reduced If her snndard of living and her food imports are to be 
maintained she must grcatl) expand her volume of physical export trade to 
175 per cent of prewar levels Our loan to Britain is to tide her over the 
transitional postw ar period and enable her to improve her technolog) so as to 
be able to expand her production Note diat Britain s exports must expand 
not to mal c jobs but rather to make imports We must export or die reall) 
means for her We must import or die No longer enjo) ing extensive returns 
on foreign inv cstments, w e must export in order to import In the meantime 
England and almost all the other countries of the w orld — except the United 
States— must still ration imports by exchange control 

4 r jreign Lending and the International Bank The United States is more 
developed industrial!) than the rest of the w orld South America the Orient 
and other regions of the world could profitably use our capital for their indus 
trial development Such capital could be expected to increase their production 
b) more than enough to pa) generous interest and repay the principal 

But private American citizens are not willing to lend Substantial private 
lending died some time in 1929 perhaps forever Yet American citizens have 
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savings which they would be glad to lend if such capital transactions could be 
made safe; and the American nation would benefit by a higher future standard 
of living from such sound foreign lending, provided we arrange our affairs 
so as not to have to worry about extensive future unemployment. 

Therefore, the leading nations of the world (except Soviet Russia) have 
come together to form the International Bank for Reconstruction and Develop- 
ment and its sister institution, the International Monetary Fund. As its name 
implies the International Bank is formed to provide sound long-term loans 
for reconstruction and development. (The International Fund is concerned, 
as we shall see shortly, with short-term credit and the cooperative stabilization 
of foreign exchange rates.) 

The International Bank is easy to understand. The leading nations subscribe 
to its initial 9 billion dollars of capital stock in proportion to their economic 
importance. The United States quota is about one-third, or 3 billion dollars. 
The bank can use its capital to make sound international loans — to people or 
countries whose projects seem economically sound but who cannot get private 
loans at reasonably low interest rates. 

So far, each country has been called upon to put up only 20 per cent of its 
full quota, and it is not planned that the members will have to put up the 
remaining 80 per cent. Obviously this is not much money on mtemational 
standards. The International Bank’s true importance arises from something 
greater than the loans that it can make out of its own capital. More important 
is the feet that it can float bonds and use the proceeds to make loans. The 
bonds arc safe because they are backed by the credit of all the nations (up to 
their 100 per cent of quotas). Also, the International Bank can mnm loans 
in return for a or 1 per cent premium; private parties can then put up the 
money knowing that the Bank’s credit is behind the loan. 

As a result of these three ways of extending long-term credits, we can 
expect to see goods in the years ahead flowmg out of the United States whose 
ultimate purpose will be international reconstruction and development. If 
sound, these loans will be repaid in full. If some go sour, the loss will be paid 
out of the Bank’s interest or premium earnings. If still more go sour, the loss 
will be spread over all the member nations — ^not on Uncle Sam alone. While 
the loans are being made. Uncle Sam will be getting jobs (and if spending is 
already too great, some increase in its inflation problems). When the loans 
are being “serviced” or repaid, America will be experiencing an import 
surplus of useful goods. 

In addition to the International Bank to which many nations belong, the 
Federal government has set up its own Export-Import Bank. This also makes 
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foreign loins eg m Anicncin exporter who wints to sell machine tools 
to Bnzil mi) be helped to do so by the Txport Import Binl Mm) of these 
Joans ire tied loins ,te our Conercss his insisted thit the proceeds all be 
spent dtrecll) in this countr) We criticize this sort of restricts e practice m 
others but obsessed b) the job aspects of intcmitionil tndc we practice it 
ourselves '■ Tiblc 2 indicitcs the mim postwar loins of the United States 

t\ble 2 Kvomi United States Postaar Foreign Aid and lending as of 


1947 (In vnUions of dollars) 

UNTsRA ind occupied areas relief S 4 000 

Loan to the Ijnited Ivincdoin 3 750 

Export Import Bmk loans 2 300 

Surplus propert) credits and postwar lend lease credits 
(approximate) 2 500 

US Mantime Commission ship sales credits 200 

Private Icndine (includine new hnancme throuch dollar 
bond issues) 100 

rcdcnl reserv c s) stem credit to the Netherlands 100 

Philippine -kid Program 695 

Greek Turkish political loins 400 

Total (approximate) $14 000 

Europe recover) prognm (estimate I cost of Marshall 
Plan 1948-1952) $12-19 billion 


In addition to these goscrnmcntal loans xxc arc also cninged m cxponmi; 
our know how ibroid Man) of our largest companies ire establishing 
branch factories abroad often the capital is largcl) raised abroad with 
Americans suppl) mg the technical 1 now ledge Some shortsighted people raise 
their hands in horror at the thoueht of our helping foreign nations to become 
our industrial competitors The) seem to forget the statistical fact that inter 
national trade is largest between developed industrial nations, not between us 
and backward countries 

5 Stable rxchange Rates and the Intemaimial Memetar) Fund "When ex 
change rates v at) from da) to di) the nsl s of international trading become 
so great tint its volume is greatly reduced Morld specialization and produc 
tivity IS reduced Also when every nation tries to engage in a race for com 

‘Not only do tied loans distort the diroaion of mtcmational trade but m many eases 
they arc qu tc unncccssar) If part of our loan is used abroad say in England rather than 
here in the United States then the extra dollars put in the hands of the British w ill probably 
cause them to tike some of our exports International trade is multilateral rather than 
b lateral 
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petitive exchange depreciation, all end up worse and world trade ends up on 
its back. 

The gold standard, while it operated, kept exchange rates constant. But 
(as is shown in the Appendix to this chapter) it made each country a slave 
rather than a master of its own economic destiny. As long as we stuck to its 
rules, we had to inflate ourselves whenever the rest of the world said inflate; 
and deflate ourselves when the rest of the world had a depression. Of course 
it had some advantages, but alas, poor gold standard! It was a casualty of 
World ^^^lr I, and since then all the king’s horses and all the king’s men 
couldn’t put it together again, and many wouldn’t want to if they could. 

The International Monetary Fund along with the International Bank grew 
out of some international conferences held in Bretton Woods, N. H., in 1944. 
The Fund hopes to secure the advantages of the gold standard without its 
disadvantages; i.e., exchange rates are to be relatively stable, but international 
cooperation is to replace the previous automatic mechanism; also, countries 
are to be spared the need for making adjustments by deflating themselves into 
unemployment. 

Early in 1947, the Fund set initial postwar exchange rates for most of its 
members. (Thus the dollar was set equal to 0.889 gram of gold and the 
British pound to 3.581 grams, with a resulting dollar-pound exchange rate of 
S4.03 per pound.) But king gold is tolerated only as a constitutional, rather 
than an absolute, monarch. 

It is too much to expect that there will be a perfect balance of inter- 
national transactions in the troubled postwar period. Quite clearly, some 
countries, such as the United States, will for a while sell more abroad dian 
they buy— even after taking into account long-term foreign lending and 
aid programs. Other countries will be running into adverse trade balances and 
debt. How then can stable exchange rates be maintained^ 

Here is where the International Fund comes in. It provides short-term 
credits for the debtor countries. The Fund tries to set up rules and procedures 
to keep a country from going on year after year, getting deeper into debt. 
After a country has been piling up debts for a considerable period, certain 
financial penalties are applied. More important, the Fund’s directors consult 
with the country and make recommendations for remedying the disequilibrium. 
However, they do not tell a country that it must create a depression for itself 
in order to cut down its national income to such a low level that its imports 
will finally fall to within its means. Instead, the country is permitted on its 
ovm hook first to depreciate its currency by 10 per cent. This will tend to 
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restore equilibrium in its international trade by expanding its exports and 
contracting its imports , „ ^ 

If this IS still not enough to correct the so-called o\ crviluaoon ot the 
debtor countr> s currency the Fund nuthontics may after proper consulta 
non permit still further dcprccntion of the debtor countr> s exchange rate But 
note this all changes in rates tal c place in an orderly w ay Most of the time 
ft e ha\ c international stabilit) But there is also pro\ ision for flexibility at hen 
needed— which is better bj far than aaaiting for a big international blowup 
or brealdowm 

Let us discuss bricflj and without going into the mechanical details how 
the International Fund is able to extend short term credits First all the 
member nations must pa) m cernin initial quotas aahich are set m proportion 
to national income and the a olumc of international trade The United States 
quota IS about one third of the total and equals 2H billion dollars At least 
75 per cent of each countr) s quota is pa) able in its own currency the rest 
IS pa) able in gold but not bc) ond 10 per cenr of a country s official holding 
of gold and American dollars 

Ordinaril) a countr) will go along pa)ing for its imports by means of its 
exports or long term borrow mg But suppose these are not large enough and 
the country— sa) England — is in need of short term credit from the Fund 
How docs the Fund enable such a debtor countr) to get liold of sa) dollars? 
It docs this b) extending purchasing rights It simpl) permits the British 
to buy with British currcnc) some of the 1 und s own holdings of dollars To 
keep the Fund from getting loaded up with pounds and stripped of its dollars 
m an) 12 month period the British are not permitted to buy an amount 
greater than one fourth of their ongmal quota And the Fund w ill never hold 
more than twice the original quota number of British pounds 
After the British balance of pa)'mcnts has improved they arc expected to 
buy back with gold (or with dollars) the pounds the) have sold to the Fund 
Thus the Fund need nev cr run out of dollars or any other currency especially 
if It leads to corrective action to prev ent continuing disequilibrium 
No more need be said here of the technical mcclianics of die Fund It is 
enough to emphasize that the Fund helps to establish stable— but flexible- 
exchange rates that It provides short term credits toward this end and that 
It works toward international equilibrium by cooperation coordination and 
consultation and attempts to work against trade restrictions 
6 rreer MiiltiJateral Trade Ws have already discussed the postvv ar prob 
lems of (1) domestic full employment in America (2) F uropcan Recov cr) Pro- 
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gram, (3) Bridsh balance of payments, (4) foreign lending and the International 
Bank, and (5) stable exchange rates via the International Fund. To the extent 
that these problems are snccessfhlly met— and only after they haw been met— 
can we push toward the final goal of freer international trade. Only then can 
the Roosevelt-Hull program of reciprocal trade agreements be successfiil in 
reducing (1) tariffs, (2) import quotas, and (3) exchai^ control, (4) monopo- 
listic international “cartels,” (5) restrictive international commodity agree- 
ments by governments, and other forms of protectionism. Only then can the 
newly created ITO (International Trade Organization) and the Economjc 
and Social Council of the United Nations succeed in combatting bilateralism 
in lavor of mutually beneficial multilateral trade. Because World \^hr II was 
so rast and devastating, we must expect and be patient with slow progress 
toward these goals. 


SUMMARY 

A, INTERNATIONAL TRADE AND CAPIT.AL MOmiENTS 

1 . The balance of international payments (credit and debit items) should 
be understood, including invisibles, gold, and capital movements. 

2. Also, the student should know the stages that the balance of uade and 
balance of current items go through as a nation passes from a young debtor 
stage to the position of a mature creditor. 

3. No problem in international finance is more important than that of under- 
standing the real and the monetarj' aspecB of capital movements, in their 
effects both upon the industrial dei^elopment of nations and upon the problem 
of unemplojonent. 

B. POS-nVAR INTERNATIONAL TRADE AND FULL EMPLOYMENT 

4. Beggar-my-neighbor tactics, such as tariff protection and competitive 
exchange depreciation, are attempts to gain favorable multiplier effects on 
domestic employment and consumption. ^^Tien successful, these policies 
may be better than nothing from our selfish view— but they are always inferior 
to intelligent antidepression policies which create useful production as well 
as favorable secondary effects on employment. Moreover, beggar-my-neighbor 
protectionist policies cannot be universally successful; they almost certainly 
imnte retaliation and become “beggar-myselP’ tactics, wluch invite inter- 
national financial breakdowns. 
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5 All this analysis is useless if it cannot be intelligently applied to the 
half dozen crucial problems of postwar international finance 


QUESTIONS FOR DISCUSSION 

1 Draw up a list of items that belong on the credit side of the balance of inter 
national payments that belong on the debit side Dnide the statement into three 
pans current speae and capital moicments 

2 AITiat IS meant b) a finorable balance of trade’ How does the trade balance 
differ from the balance on current account’ 'tthj the term imisiblc items ’ "What 
js the difference between short term and long term capital mo\ements’ 

3 Construct hypothetical balance sheets for (a) a \oung debtor country (i) a 
namre debtor country {f) a new creditor country (d) a mature creditor country 

4 America buy s from the East Indies England buy s from America England sells 
to the East Indies How might the balance of payments between any two of these 
countries look’ betw een any country and all the rest of the world’ (Hint Instead 
ofhai mg a single column of credits of debits and of net credits introduce new columns 
for each country traded with) 

5 A Canadian railroad company floats bonds in England and uses the proceeds to 
buy tracks and locomotites How would the English balance of payments be affected 
by this capital motement’ Later the loan is repaid with interest How would the 
balance of payments be affected’ 

6 Foreign lending causes w ar Foreign gning postpones war Free foreign trading 
pretentswar Comment 

7 Comment on Stuart Chase s common sense formula 

The stuff we produce as a nation 
Plus the stuff we import 
Less the stuff we c\pon 
Is a measure of our standard of lit mg 

8 Comment on his description of international finance in the 1920 s 

American imestors loaned dollars abroad 

Foreigners used the dollars to pat for 
American exports 

The exports stimulated production and 
employment m America 
But 

Foreigners got the goods xvhile 
American imestors lost their shirts ' 
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appendix to chapter 16 

A FEW MECHANICS OF INTERNATIONAL 
FINANCE 

Without going into details, we may briefly survey how exchange rates, 
prices, and trade are determined (1) under /rar/j flexible exchange rates and 
(2) under the gold standard or some other regime of stable exchange rates 

IREEn FLEXIBLE EXCHANGE RATES 

From 1919 to 1925, the price of the pound fluctuated from day to day, 
going from almost S5 down to $3 Such a rate is determined by the interplay 
of competime supply and demand for foreign exchange 'l^^en Americans 
wish to import or travel, their demand for pounds tends to push up the rate — 
saj from $4 to 54 10 Any other American debit item, such as our desire to 
lend abroad, has the same effect 

Any credit item, on the other hand, such as our exporting to Britain, adds 
to the supply of pounds, because foreigners then need dollars This tends to 
depress the price of foreign exchange or pounds Brokers and bankers keep 
their ears glued to the telephone m order to follow the tug of war of supply 
and demand acting on flexible exchange rates 
We need not go into details of the exact mechanism, except to note one 
important tendency When the price of foreign exchange rises, there arc 
usually strong forces making for self-correction and helping to keep it from 
rising indefinitely Similarly, there arc self-correcting forces tending to limit 
a decline in the exchange rate 

Thus, if our imports become too large, we bid up the price of pounds But 
at $5 per pound rather than $4, Amencans find that British dishes and cloth 
have greatlj increased in cost Our imports are discouraged, which tends to 
correct the situation or at least to keep the exchange rate from rising further 
More than that Now an Pnglishman can get more dollars for his pounds 
Consequently, even if American industries do not change their dollar price 
tags, the British will be encouraged to take more of our exports once the 
dollar has depreciated This is an additional factor operating toxx ard restoring 
the equilibrium of exports and imports and limiting the magnitude of the 
exchange-rate variation 

The reader should show that, just as a depreciation of the dollar tended to 
create in American export surplus and to correct an import surplus, so xvill 
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an appreciation of the dollar tend to encourage American imports and dis- 
courage American exports and to be self-correcting and self- limiting (Hint: 
Let the pound fell to $3.50. Why will it not fall farther?) 


DETERMINANTS OF SUPPLY AND DEMAND 


It is all very well to say, as we have just been saying, that supply anddemand 
determine a flexible exchange rate. But if we want to probe deeper behind 
the scenes to ascertain what makes supply and demand act as they do, we 
shall find that the level of the exchange rate depends upon at least the following 
four fundamental factors. 

1 . The stren^h of mr desires for foreign goods and services relative to their 
desires for our goods and services: the greater our desire for their goods, the 
higher will the price of foreign exchange be bid. The dollar will dqireciate 
in value; the pound will tend to appreciate. 

2. The vme our vatimal incmtte rises, the greater will be our demand for 
imports. This will tend to make the dollar depreciate. On the other hand, 
high foreign national income makes the dollar appreciate, or what is the same 
thing, makes the price of foreign exchange cheaper for Americans. All this 
comes about because a country’s “propensity to import” increases wth 
national income in much the same w'ay that its willingness to consume does. 

3. The higher our prices and costs are, relative to the foreigners, the greater 
will be our imports, relative to exports. Therefore, high American prices 
and low foreign prices usually means a high price for foreign exchange. After 
World "V^hr I this third factor, considered to be most important of all, ^vas 
called the “purchasing power parity” theory of exchange rates. According 
to this theory, the relative change in exchange rate benveen mo countries 
will — other things being equal! — ^be prqiorrional to the relative change in 
our prices compared to those abroad. Or, 


Foreign exchange rate 


American prices 
foreign prices 


This theory is most important when one of the two countries has had a 
tremendous inflation which has tended to raise most of its prices by almost 
the same percentage. If now everything else is exactly the same, except that 
it takes one hundred times as much foreign money to buy things, then we 
should expect that the exchange rate (die price of a unit of foreign currency) 
would probably have to find its level at about one one-hundredth of the pre- 
vious rate.' 

* The fall during inflarion of the German mark, the Greek drachma, the Italian lira, the 
French franc, and the Chinese dollar, and other fordgn exchange rates are all good examoles 
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4 Finally, the foreign exchange rate will be higher, the more Americans 
\\ish to lend abroad, the greater the payments we have to make on past debts 
or on war-punishment reparation payments, and the less willing foreigners 
are to hold dollars When our investors develop a desire to hold foreign 
1 0 U ’s, bonds, stocks, bank deposits, or currency— then they will bid up 
the foreign exchange rate The reader can work out the reverse case, 
where payments into the United States tend to lower the foreign exchange 
rate 

This last factor of capital movements is intimately tied up w ith speculahmi 
in foreign exchange If only merchandise exports or current items w ere in- 
volved, the foreign exchange rate might be sluggish and change very little 
Unfortunately, when the price of the pound drops from $4 to $3 96, many 
people begin to be afraid that it may &11 sail farther Therefore, they try to 
get out of pounds and into dollars But the increased sale of pounds and 
reduced demand for pounds, resulang from jittery short-term speculaave 
capital movements, tends to push the pound down farther Thus, small move- 
ments of the exchange rate are often amplified in a self aggravating way by 
“hot money,” which rushes from country to country with every rumor of w ar, 
poliacs, and exchange rate fluctuation When such “capital flight” gets started 
in one direcaon on a large scale, die exchange rate may move chaotically and 
in extreme degree 

DISADVANTAGES OE FLEXIBLE EXCHANGE RATES 

There is much to be said for flexible exchanges Each country is free to 
pursue Its own internal economic poliaes, leaving the exchange rate to take 
care of itself However, there are also important disadvantages With the 
exchange rate varying wildly from month to month, the volume of inter 
nanonal aade and lending is gready discouraged A producer of goods would 
naturally prefer to sell and buy at home rather than to be betang continually 
upon the foreign exchange rate * 

A further disadvantage of fluctuatmg exchange rates results from the fact 
that each change in rates disturbs the existmg situation in export and import 
markets When suddenly the dollar dqireaates, our exporters are helped and 
our importers are hurt When the dollar appreciates, the reverse happens 
This contributes toward unemployment, wmdfell profits and losses, and 
general mstability 

‘In Chap 25 on Speculation the possibility of reducing risks by ‘ hedging’ m a “futures 
market ' is discussed Unfortunately, foreign exchange markets have not been well enough 
organized to make this very helpful 
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STABLE EXCHANGE RATES 

For these reasons, nations usually try to introduce some stability into the 
exchange rate. The simplest way to do diis is, not to pass a law or edict, 
but rather to come into the market with a big enough supply or demand for 
foreign exchange to keep the rate stable. Usually governments do this through 
so-called “exchange stabilization funds.” There is no reason why a wealthy 
eccentric private citizen might not attempt to stabilize, say, the dollar price 
of Belgian francs. He, or any governmental fond, would have to start out with 
a huge pile of both dollars and Belgian francs (or with commodities like gold 
or wheat which could be converted by sale into either currency). Then to 
stabilize the price of the franc, he would simply instruct his brokers to bid 
dollars for francs whenever the price tended to fall, and to sell francs for 
dollars whenever the price tended to rise. So long as he did not run out of 
either francs or dollars, and so long as he stood ready both to buy and to sell 
francs at a given dollar price, then the franc-dollar exchange rate would be 
perfectly stable at that level. 

Of course, even a multimillionaire might not be rich enough to do this for 
very long. A government, or the International Monetary Fund, is in a more 
powerful position. However, even the most powerful government will not 
be able to stand up against the ocean’s tide and maintain any given exchange 
rate— unless it is able to influence prices, costs, and other conditions so as 
to wake private supply avd dettmdforforeipt exchange just about balance at the 
“pegged” rate. Otherwise it will eventually be drained of all its holdings of 
one of the currencies— and then bingo! the rate can no longer Iw held steady. 

Historically, the so-called “quasi-automatic gold standard” was a still 
more important method of stabilizing exchange rates and of thereby fecilitating 
international trade. Let us turn to it. 


WORKINGS OF THE GOLD STANDARD 

To go on the gold standard a country need consult no one. Its Treasury 
must do nvo simple things: (I) agree to buy all gold brought to it at a given 
pric^-say $35 an ounce for the American Treasury (or f 8^ per ounce for 
the British) and (2) offer to seU gold freely to all comCTS at the same price^ 
The result; the dollar price of gold becomes perfectly fixed, at a level called 

”as fit aTa single country is concerned, that is all there is to it. But where 
does the foreign exchange rate enter the picture? As soon as ^ 

(say Britain in addition to the United States) goes on the gold standard, then 
the price of gold in terms of pounds is also stabilized. 



POSTWAR INTERNATIONAL TR^DC 


Of course, things equal to the same thing must be equal to each other If a 
dollar is O'U'ce of gold, and a pound is ^5 ounce of gold (1 - 8 ^, then 
the price of a pound in terms of dollars must be 4(^5 — Ms) This is not 
simply a question of arithmetic, but of hard practical business sense If I want 
to buy pounds in order to import from Britain, I uill never pay more than 
$4 for them Why^ Because I cm take four crisp American bills and get 
from the U S Treasury Ms ounce of gold I ship this gold to London, where 
the English Treasury gnes me a crisp pound note The reader should be able 
to work out the reason why an Englishman will ne\er supply pounds for less 
than $4 

Thus, with each currency tied to gold, diey become tied to each other at a 
fi\ed exchange rate But w ith one minor qualification There is approximately 
a 2'Cent shipping, insurance, and interest charge im olved m transporting gold 
between New York and London Therefore, supply and demand can bid the 
pound price up to $402 before it becomes profitable for Americans to export 
gold This is called the American gold-export point (or the British gold 
import point) As an exercise, the reader may show that the British gold- 
export point IS at about $3 98, and that the exchange rate is free to wobble 
around the $4 mint parity point withm the range set by the two gold points 

THE EQUIUBRATING SPECIF-TLOW -PRICE MECHANISM 

Up to this point the process has been completely mechanical But the 
thoughtful reader will worry, as die “mercantilist” writers of the se\enteenth 
and eighteenth centuries did, over x\hat is to prevent the exchange rate from 
always being forced to the gold-export pomt of one of the countries until the 
one-way drain finally uses up all its gold reserves and forces it off the gold 
standard? The ans\\er was first discovered just two centuries ago by the 
Scotch philosopher, Dai id Hume He claimed there was an automatic self- 
correcting “specie-flow -price” mechanism at work According to him, Amer- 
icans need not worry if they are importing more than they are exporting and 
are losing gold or specie ( 1 ) The gold pouring into England will propor- 
tionately increase the amount of English money ( 2 ) The increase in English 
money w ill (via the quantity theory of money and prices) cause a proportionate 
inflationary increase in British prices Also, (3) the gold flowing out of 
America will cause a proporuonate contraction of our money supply (4) 
Again, via the quantity theory, this will cause a proportionate deflationary 
frll in American prices 

As a result of these four steps, there will be a double-edged tendency tow ard 
correcting the outflow of gold (S) With British prices high relative to our 
own, Britons will begin to buy more of our exports ( 6 ) Similarly, with our 
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low prices, it will now pay ns to bay less of their imports. Thus, the situation 
will finally correa itself. The changes in relative price levels caused by the 
flow of gold will restore the adverse trade balance and choke off the one-way 
flow of gold before it has gone very far. Therefore, said Hume, there is 
nothing to worry about. 

Today we are not so sure. England may not want to have an inflation, and 
America may not like the idea of having a deflation just because the impersonal 
gods of the gold standard dictate it. 

Besides, since Hume’s time, banking and finance have become more elabo- 
rate. Now that gold coins are no longer the important part of our money 
supply, the process is not automatic. Instead the Treasury and the Central 
Bank are supposed to “follow the rules of the gold-standard game.” When 
gold flows out, this is to be a signal for us to put on the deflationary brakes. 
For example, we should (1) increase tax collections relative to expenditure, 
(2) discourage private investment by raising the “rediscount” and other 
interest rates; (3) tighten up on bank reserves by Federal reserve open-market 
sales of securities or by raising legal reserve rates, (4) put downward pressure 
on wages and prices. In short, we should deliberately create a depression and 
deflation. 

The reader should be able to list the inflationary steps that the rules of the 
game would impose on the country receiving gold. He will then be in a position 
to understand how, and why, countries refused to play the rules of the gold- 
standard game in the years after Wbrld "Vihr I. They did this to avoid inflation 
or deflation. But, as a further result, the one-way drains of gold were not 
corrected, and finally the gold standard broke down. 

However, the breakdown w'as due not simply to the willful disregard by 
nations of the rules of the game, but also to the fact that the gold standard is a 
“fair-weather system” that works best only when small strains arc placed 
upon it. In the jittery, troubled period between the two wars, with erratic 
capital movements, the strains tvere anything but small. 

Finally, from a technical economic viewpoint, we are no longer so optimistic 
AS Hume was about the efficacy of the specie-flow-price mechanism. The 
weaknesses of the quantity theory have already been pointed out in earlier 
chapters. Also we have seen that prices and costs are often sticky in capitalistic 
countries. Still worse, there is a possibility that the Hume price changes could 
make the situation worse rather than better if international demands turn out 
to be inelastic rather than elastic. In such cases, lowering the prices of Amer- 
ican export goods will not expand our sales much; therefore, Englishmen will 
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actuill) offer fc\\er pounds for dollirs rather than more pounds Similarly 
if the American demand for British goods should be acr> urgent and inelastic 
raisine British prices maj force us to demand more pounds rather than less 
Thus the price reaction to a depreciation of the dollar maj be a peraerse 
rather than an equilibrating one the dollar would ha\c to depreciate still 
further 

INCOMLLlirClS \ND IIII- 1 OKI ION IRADl MbLllPLlER 

For all these reasons it is probiblc that the eold standard would ha\c 
broken down and been ibandoned lone a^o were it not for an important 
equilibration' process not dreamed of in Hume s specie flow price philosopha 
In recent jears economists ha\c emphasized that xncame elmges m the tuo 
countries help to restore ecjtniil nttm If our exports co up then c\ en w ithout an> 
price chances wc now hast a hichcr national income Part of this higher 
income wc shall want to use to bus more imported goods Thus to some 
degree an increase in exports will dircctl) induce an increase m imports sia 
income no matter w h it happens to prices (\^ hen w c come to analyze in 
detail the full multiplier effects of our increased income wc shall sec that the 
induced increase in imports is onl) pirtial rather than being equal to the 
original increase in exports Tlicrc is still some need for prices or exchange 
rate chan es to restore equilibrium ) 

Let us turn then to the multiplier anal) sis of foreicn trade ha\e seen 
that new domestic in\ tstment creates primarx jobs and income and that the 
spending and respcndino' of this new ineome gi\c rise to a chain of secondarx 
multiplier effects New exports haxc cxactlx the same multiplier effects 
Thex raise incomes directl) but in addition thc) set up a chain of further 
spending and rcspcnding 

Thus a billion dollars worth of new export orders to New Fngland machine 
tool factories w ill create 1 billion dollars of primary jobs and income Then 
workers and owners ma) respond perhaps txxo-third of their nexx income on 
thc consumption products of Indiana and California txx o-thirds of this extra 
income is in turn respent etc The process comes to a halt only when thc 
total adds up to 1 + 2 , + (2 = ]/(i — 2^) nmes 1 billion 
dollars or to 2 billion dollars of sccondar) consumption expenditure in addi 
non to thc 1 billion dollars of primar) expenditure 

Besides introducing a multiplier effect of exports into thc picture inter 
national trade has a second important effect Higher American national income 
will increase our imports let us say b> one txxcifth out of cxery extra dollar 
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This means that our chain of induced domestic purchasing power will peter 
out quicker than in the abo\-e example. At each step; these imports act as 
“leakages,” just like the marginal propensity to save.* 

Therefore, out of the original 1 billion dollars of income in the export b- 
dustries, perhaps only H2(= H - H2) rather than ffa be respent on 
A7nerican consumption goods (in Indiana, California, and so forth). And so it 
will go at each stage. The tvhole multiplier will now add up only to 

1 + K2 + (H2)* + ■ • • . 

or only to 2% = 1 -i- (1 - ^ ^ H2 instead of to 3. This is because 

of our extra 1% billion dollars of generated income— or ].i of a billion 
dollars in this case — tends to go abroad for extra imports. 

It would be wrong to look upon this leakage of purchasmg power abroad 
as simply a nuisance. Disregarding nnemployment and looking at matters 
from the standpoint of stable international finance, we must rather regret that 
1 billion dollars of new exports has only induced of a billion dollars of 
imports. 

If we look at our multiplier formulas we find that this is a general rule: 

So long as sonte fraction of income at every stage is leaking into domestic 
savings, a ikw dollar of exports vail never he able to lift income by enough 
to call forth a full dollar of nno mports.' 

Many recent economic writers have overlooked this fact and have exagger- 
ated the importance of income effects in achieving smooth mtemational 
adjustments. But these multiplied income effects do help to explam why 
nations pursue beggar-my-neighbor policies. 

• If the reader applies the fordgn trade multiplier analysis to a small city or coomry, he 
will find that the sccondarj' mulriplier effects upon the workers of that region are almost 
negligible, since almost all of «tra income leaks out to other regions. 

* Suppose that each extra dollar of income is always split up into the three fractions: 
r for American consumption goods, b for America’s propensit)' to import goods from abroad, 
,j for the remaining amount going into saving. Then let exports go up by one unit. The multi- 
plier tells ns that our income will go up by 1/(1 — c) = l/(^ + a). Multipl>ing this extra 
income by the fraction b, wc get induced imports of b/{b + a), which is certainly less than 
our oripnal one of nevt' exports— to Ae extent that Ac marginal propensity to save, a, is 
positive. If there is any induced domestic investment, it can be thrown in -aith c and our 
result will still hold for any “stable” system \r-ith positive “leakage,” a. 
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ha\e now cximincd the economic forces opcnting to determine the 
Iciclof mtional income — the bihnceofsi\ing-mdm\cstmcnt and how money 
banks, and intematioml finance affect this balance We must mm m this 
chapter to the problem of how and wh) the lei cl of national income fluctuates 
^VemaJ Icaic to Qiap 18 on Fiscal Pohej the question of what can be done 
to keep national income rclatiich stable and employment rclatiicl} high 

PROSPERITY IND D1 PBl SSION 

Business conditions ncicr stand still Prosperity is followed b> a panic or a 
crash National income, employment, and production fall Price and profits 
decline and men arc thrown out of work Licntuallj the bottom is reached, 
and rci 11 al begins The rccoicry ma> be slow or fast ]tma> be incomplete, 
or It ma> be so strong as to lead to a new boom The new prosperit> ma) 
represent a long, sustained plateau of brisk demand plentiful jobs, buoyant 
prices, and inacased In mg standards Or it may represent a quick, inflationary 
flaring up of prices and speculation, to be follow ed by another disastrous slump 
Such m brief is the so-called “business cycle that has characterized the 
industrialized nations of the w orld for the last century and a half at least, 
eier since an elaborate, interdependent, vmie} econm) began to replace a 
rclamcly self-sufficient, prccommercial society 
No two business cycles are quite the same, yet they all have much m com 
mon They arc not identical twins, but they arc recognizable as belonging to 
the same family No exact formula, such as might apply to the motions of 
the moon or of a simple pendulum, can be used to predict the timing of 
future (or past) business cycles Rather do they resemble, in their rough 
appearance and irregularities, the fluctuaoems of disease epidemics, the vagaries 
of the weather, or the variations in a child’s temperature 
To democratic nations, the business cycle presents a challenge — almost an 
ultimatum Fither we learn to control depressions and inflationary booms 
393 
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better than we did before World VAi II, or the political strnctnre of our 
societ}- tt-ill hang in jeopardy. For the nps and dotrns in business do not 
cancel out. At the top of the boom— If we are lucky!— there may be relatively 
favorable job opportunities for all who wish to work. Throughout the rest 
of the business c>'cle, men's lives are being wasted, and the progress of 
our economic society falls short of our true economic possibilities. If, as 
before the war, America marks rime for another decade, the collectivized 
nations of the world, who need have no fear of the business q-cle as we know 
it, will forge that much nearer or beyond us. ^^brse than rh^r, peace-lovine 
people who do not pretend to know rcry much advanced economics will begin 
to wonder why it is that during two World Wars individuals were freed for 
the &st rime from the insecurity of losing their jobs and livelihoods. 

From these mtroductoty remarks, it will be clear that the business cycle 
is simply one further aspect of the economic problem of achieving and main- 
tainmg high levels of jobs and production, and a healthy progressive economy. 

MEASURING AND FORECASTING THE BUSIN'ESS CYCLE 

Figure 1 shows how the economic s}'^stem has been plagued with the business 
cycle throughout our histoty as a nation, although never with so sustabed and 
costly a slump as in the post-1929 Great Depression. The same pattern of 
cyclical fluctuations is repeated m England, Germany, and other foreign 
nations with surprisingly few variarions. But ir is a strange fact that Ae 
United States, supposedly one of the youngest and most tigorous of nations, 
tends always to have greater average amounts of unemplo>’ment and greater 
variation in unemplojinent than any oAer country. Not only w^s this true 
in 1933, when our percentage of unemployment surpassed even Aat of Ger- 
many, but it appears to have been the case for almost as far back as we have 
any records or indications. 

Figure 2 shows a number of diverse recent economic “time series,’’ pre- 
sented next to each oAer for comparison. Note Ac all-pen’asive common pulse 
of the business cycle: in production, in cmplo>’ment, m incomes, and even b 
such panicular series as stock-market prices and imports. Moreover, if we 
had included data on such noneconomic matters as marriages, binhs, and mal- 
nutrition, we would also be able to see in Acm Ae heavy hand of Ae busbess 
cycle. Even political part>' elections follow Ae business q-cle; in depressions, 
the ins go out. 

Of course, as economists and drizens, we are primarily interested b Ae 
fluctuations in total jobs, total production, and total (real) national bcome. 
But for many countries and for many earlier decades, suA data are very hard 
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to come by Moreover, certain speciabsts are often interested in various 
secondary senes m stock prices m wholesale prices, in profits, in steel 
production, and so forth Often, therefore, statisticians use such a time series 
as pig iron production as an indev of die business cycle Or better still they 
itiaj take some sort of a weighted average of many series— such as freight 

BUSINESS CYCIES SINCE 1831 
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car loadings, electric pow er production or bank clearings (value of checks 
cashed) — and combine them into a barometer of the business cycle Figure 1 
illustrated such an index of business activity 
Many grown men, who should perhaps know better, rum their eyesight 
peering at charts like those shown in Fig 2, m the hope of finding a magic 
forecaster which always moves up or down a few months before business 
conditions, and by its movements signals the coming trend of events Alas, 
they might almost as well consult a fortuneteller For example, in 1937 the 
stock market began to turn down early in the year as though in antiapation 
of the sharp mid year recession of 1937-1938 But if we go back to 1929, we 
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find that the stock market continued to climb until late in October, whereas 
business conditions— we now know!— began to turn down some months 



1933 1935 1937 1939 


FIG. 2. Note the common pattern of the business cycle. Source: National Bureau of 
Economic Research. 


earlier. Many brave souls have be® led to believe in one system or another 
for “calling the turns” of the cycle, but usually the next boom or depression 
kills oflF their hopes and— it may be added— their clients. 

Let us for the mommt, therefore, stick to the facts and statistics. Later we 
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shall attempt to devise hypotheses and explanatory theories to account for 
the broad factual patterns, but not for the month-to-month happenings 

STAUSnCAL CORRECTION FOR SEASONAL VARIATION AND FOR TRENDS 

First, of course, vc must remove from our statistical data irrelevant, dis- 
turbing factors such as seasonal patterns, and also certain so-called long-term 
‘trends ” If Sears Roebuck’s sales go up from Not ember to December, 1937, 
tte cannot conclude from this that the 1937 recession is over Retail trade 
goes up every Christmas, just as New Hampshire hotels tend to be crowded 
m summer The statisncian attempts to remove the “seasonal influence” by 
carefully studying previous yearly patterns If he finds that every December 
tends to invoke about 150 per cent as much business as the average month 
of the year, and every January only 90 per cent, then he u ill take the actual 
ran monthly data and divide all the December figures by I 5 and all the 
January figures by 0 9, and so forth, for each month After this has been done, 
the statistician will end up with a tune senes of monthly department-store 
sales which have been “seasonally adjusted” These will show what we 
expected all along, that business was really sail declining throughout all the 
last months of 1937, because December’s inaease of business o\ er November’s 
was less than the seasonal normal 

A similar problem arises when we examine the fluctuations oter tunc of 
such a rapidly growing time senes as electne-power consumpuon Electric- 
power production did not decline much in the depression But the depression 
is to be seen m that senes, nevertheless It rears its uglj head in the form of a 
slowmg down of the rate of growth of die time senes as compared to its normal 
or long-term “secular trend ” If we draw a smooth trend Ime or curve, either 
by eye or by some stanstical formula, through the electricpmm pwdmttm 
chart, we shall discoter the busmess cycle in the listings of the data above 
and below the trend line If we measure the verncal deviations up and down 
from the trend line and plot them on a separate diagram, we shall get a pretty 
clear picture of the busmess cycle i Let us take a look at it 


THE FOUR phases OF THE CTCLE 

Early writers on the business cycle, possessing little quanotanve informa 
tion, tended to attach disproportionate attention to pmes and crises such as the 

pro<^m« La ,t be said, however, that cannons jndgment must be exercised in using the 

Z! r d-he ,s not carefol or at least distort the true 

appearance of the infant 
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collapse of the South Sea Bubble in 1720, the panic of 1837, the Jay Cooke 
panic of 1873, the Cleveland panic of 1893, the “rich man’s panic” of 1907, and 
of course, the superduper stock-market crash of “black Tuesday,” Oct. *29 
1929. Later writers began soon to speak of two phases of business’ prospcrit>’ 
and depression, or boom and slump— widt peaks and troughs marking the 
turning points in between. 

Today, it is recognized that not every period of improving business need 
necessarily take us all the way to full employment. For example, throughout 
the decade of the 1930’s there was a measure of recovery from the 1932-1933 
trough levels, but we could by no means speak of the period as being one of true 
FOUR PHASES OF THE CYCLE 



FIG. 3. 

prosperity. The prevailing fashion, therefore, is to follow the terminology of 
Wesley C. Mitchell, long-time director of the nonprofit National Bureau of 
Economic Research and assiduous student of business cycles.^ 

The cycle is broken up by Mitchell and many other economists into four 
phases, the two most important ones being called the periods of “expansion” 
and “contraction.” The expansion phase comes to an end and goes into the 
contraction phase at the so-called upper turning point (peak) called “reces- 
sion.” Similarly, the contraction phase gives way to that of expansion at the 
lower turning point (trough) or “revival.” Thus, the four phases keep repeat- 
ing themselves in the oversimplified picture as shown in Fig. 3. Note that the 
emphasis now is not so much on Ingh or low business activity, but on the 
dynamic aspects of risivg oi falling business activity. 

Each phase of the cycle passes into the next. Each phase is characterized by 
different economic conditions,® and each requires special explanatory princi- 
1 W. C. AIitchell, “Business Cydes: The Problem and Its Setting.” National Bureau of 
Economic Research, New York, 1927 

= For example, during expansion, we find that employment, production, prices, money, 
wages, interest rates, and profits are nsnally rising, while the reverse is true daring con- 
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pies But let us continue a little ■while more Midi the facts before attempting 
analysis and theorizing 

How long are the usual economic cycles? This depends upon how man) 
minor cycles you wish to count Most obser\ers have no trouble in agreeing 
on the major cycles which run somewhere around 8 to 10 years m length 
beryone agrees that the late 1920 s represent a period of prosperity and the 
earl) 1930 s one of depression and similarly with the past major business 
cycles But not all economists attach much importance to the shorter minor 
cycles which are often to be seen in economic charts In 1924 and 1927 there 
were small dips in business actnit) Shall we call the 1920 s therefore three 
different (minor) cjcles or one major prosperity period? In an elementary 
introduction of this type it is perhaps best to stick primarily to major business 
cycles For our purposes wc may accept Prof Alvin H Hansens brief 
summary * 

The American experience indicates that the major business cycle has had an average 
duration of a little oxer eight )Cirs Thus from 179S to 1937 there were sexenteen 
cjcles of an axerage duration of 8 35 jears 

Since one to tx o minor peaks regularly occur betxx ecn the major peaks it is clear 
that the minor cycle is somethini; less than half the duration of the major cycle In 
the one hundred and thirtj jear period 1807 to 1937 there xvere thirty seven minor 
cycles w ith an av crage duration of 3 51 j cars 

It appears that the building cjcle axerages somexvhere between seventeen 
and e ghteen years in length or almost prccisclj txxnce the length of the major business 
cycle 

American experience indicates that xx ith a high degree of regularity every other 
major business boom coincides roughly xxith a boom in building construction xvhile 
the succeeding major cycle rccox cry is forced to bud up against a building slump 

the depressions xxhich haxc fallen m the intcrxal of the construction doxvn 
swing arc typicallj deep and long And the succeeding recovery is held back and 
retarded by the unfavorable depressional influence from the slump in the building 
industrj 

LONG WAVES? 

Some economists taking a broad historical xiew like to speak of xerj 
long w aves w hose complete cycle length is about half a century Thus from 
the end of the Napoleonic Mhrs in 1815 to the middle of the nineteenth cen 
tury prices tended to fall and times tended to be unusually hard on die aver 
age After the Californian and Austrahan gold discoveries follow mg 1850 and 
as a partial result of the Civil and Crimean 'Wks prices tended to rise A new 

* Alvin H Hansfn TiscalPohcy and Bus ness Cycles pp 18 19 20 23 H M 
Norton & Company Newr York 1941 
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Jong cycle of fallbg prices followed the 1873 depression, tending to last until 
the 1890’s when there was a great increase in gold production following the 
South African and Alaskan discoveries and improvements in gold refining. 
McKinley and the Republican party swam to prosperity and power on the 
crest of the new long wave. 

Whether these long waves are simply historical accidents due to chance gold 
discoveries, political wars, and chance inventions, it is still too soon to say.‘ 

A MRST CLUE TO THE BUSINESS CYCLE: CAPITAL PORMATION 

Professor Hansen’s emphasis on construction gives us our first clue as to the 
causation of the business cycle. Certain economic variables always show 
greater fluctuations than others in the busmess cycle. Thus, if it were to plot 
pig-iron production and anthracite-coal consumption side by side, we would 
hardly see the business cycle in the latter, whereas in the pig-iron series there 
would be little else to see but the business cycle. Why.? Because anthracite 
is used largely for heating people’s houses, and in both good and bad times 
most people are going to manage to keep reasonably warm. Pig iron, on the 
other hand, is one of the principal ingredients of capital and durable goods of 
ail kinds : of plant equipment and durable machinery, of industrial and residen- 
tial construction, of automobiles, washing machines, and other durable con- 
sumers’ goods. 

By their nature, such durable goods are subject to violently erratic patterns 
of demand. In bad times their new purchase can be indefinitely postponed; in a 
good year, everyone may suddenly decide to stock up on a lO-year supply of 
the services of such durable goods. Our first clue to the nature of the bttsmess 
cycle lies then in the fact that it is tlte durable or capital goods sectors of the economy 
which sh(Ao by far the greatest cyclical fluctuations.' 

If the reader will now turn to Fig. 2 on page 396 he will see the contrast 
between capital and nondurable goods fluctuations clearly brought out. The 
last time series all represent various categories of durable or capital-goods 
formation. Note how wide their swings all are, as compared to those of the 
second time series which represents nondurable consumers’ goods. Except for 

1 The interested reader may be referred to J. A. Schumpeter, “Busmess Cycles,” Chaps. 
6, 7, McGraw-Hill Book Company, Inc., New York, 1939. 

s Lord Beveridge in his “Full Employment in a Free Society” (W. W. Norton & Com- 
pany, New York, 1945) made a carefU calculation of the degree of variability of the capital- 
goods industries in Great Britain ever since 1785 and found it to be twice as great as for 
other industries. Some economists and statisncians also think that they can detect a tend- 
ency for constructs and other capital-goods series to “lead” general business activity by 
some interval at both the upturn and the downturn of business, but this is less certain. 
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a few short, choppy surfece disturbances m liis latter senes, it will be seen to 
follow the general flow of income m radier a passive flishion Consumpuon 
movements seem the effect rather than cause of the business cycle, while tiiere 
js good reason to believe that the movements of durable goods represent key 
causes in a more fundamental sense 

It IS comforting to find that our statistical analysis supports and confirms the 
emphasis in previous chapters on the cruaal importance of the capital mvest 
ment process 

\ FEW THEORIES OF THE BUSINESS CYCLE 

An industnous student could easily cmnpile a bst of separate theories of the 
business cycle which would run mto die dozens ^ Each theory seems to be 
quite different, but when w e examine them closely and throw out those w hich 
ob\ louslj contradict the facts or the rules of logic, or which just appear to be 
come) mg an explanation when really they are not saying anything at all— 
when we do all this, we are left with a relatively few different explanations 
Most of them differ from each other only in emphasis One man believes the 
cycle to be primarily the result of fluctuatirais m total net investment, while 
another prefers to attribute the cycle to fluctuations m the rate of technological 
inventions and innovations, which act on business through net investment A 
third man siys that the root of the cycle is to be found in the fact that the 
creation of deposit money by our bankmg system causes investment spending 
to expand and contract so as to create boom and bust 

These sound like three different theories, and in most advanced textbooks 
they might be gn en the names of three diffraent writers, but from our stand 
point they are but three different aspects of the same process (This does not 
mean that there is perfect agreement among all theories of the cycle or that 
there are not some important differences in emphasis between different 
writers) 

‘ We may just mennon a few of the better kno^vn theories (I) the monetary theory 
which attributes the cycle to the expansion and contraction of bank credit (Hawtrey 
ft <i/) (2) the amovatum theory which attnbutes die cycle to the clustering of important 
imentions such as the mlroad (Schumpeter Hansen et al) (3) the psyelielegteal theory 
which treats the cycle as a case of people s infectmg each other with pessimistic and opti 
imstic expectations (Pigou Bagehot etal) (4) the vnderconsiimption theory which claims 
that too much income goes to wealthy or ihnfty people compared to what can be invested 
(Hobson Foster and Catchings etal), (S) the ewnnwJlwfTrt theory which claims that 
too much rather than too little investment causes recessions (Hayek Mises etal) (6) the 
sunspot ueatlier-erop theories (Jevons Moore) The interested reader should consult G 
Haberler Prosperity and Depression 3d ed (League of Nations Geneva 1944) or 
some other business cycles text for further information on this subject 
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To classify the different theories, we may first divide them into the two 
categories of primarily external and primarily internal theories. The external 
theories find the root cause of the business cycle in the fluctuations of some- 
thing outside the economic system — ^in sunspot cycles, in wars, revolutions, and 
political events, in gold discoveries, in rates of growth of population and 
migrations, in discoveries of new lands and resources, and finally in scientific 
and technological discoveries and innovations. 

The internal theories look for mechanisms ’within the economic system 
itself which will give rise to self-generating business cycles, so that every 
expansion will breed recession and contraction, and every contraction will in 
turn breed revival and expansion, in an irregular, repeating, never-endii^ chain. 

If you believe in the sunspot theory of the business cycle, then the distinction 
between external and internal is a fairly easy one to draw; although even here, 
when you come to explain how and why disturbances on the surface of the sun 
give rise to the business cycle, you begin to get involved in the internal nature 
of the economic system. But at least no one can seriously argue that the direc- 
tion of causation is in doubt, or that the economic system causes the sunspots to 
fluctuate, instead of vice versa. However, when it comes to such other external 
factors as wars and politics, or even births and gold discoveries, there is always 
some doubt as to whether the economic system does not at least react back on 
the so-called “external” factors, making the distinction between external and 
internal not such a hard and fast one. However, no one will deny that any 
such “feedback’ ’ effects take ns outside the traditional boundaries of economics, 
and this is the justification for maintaining the distinction between external and 
internal theories. 


SUNSPOTS AND BELATED PURELY EXTCRNAL THEORIES 

Few professional economists today put much stock in these physical dieories. 
Not infrequently an amateur economist, often a scientist in some other field, 
wdll argue that sunspots, which have an average periodicity of some 11 to 13 
years, have important effects upon the weather. This affects crops. Good crops 
cause low incomes and bad business. Or else it is the other way around, and 
good crops are supposed to mean prosperity. The sunspot Aeonsts cannot 
always make up their minds just which. In other versions, it is said that sun- 
spots affect the intensity of solar radiation. Everyone knows that vitamin D 
depends on sunshine, and that people near the North Pole become despond^t 
during the long winter nights. Hence, sunspots affect business by affecong 
pessimism, optimism, or health in general. One ingenious 'J"ter, dropping 
mnspots because they did not give an 8-year cycle, set forth the belief that 
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\\hene\cr the planet Venus came between the sun and the earth this caused 
magnetic absorptions and an 8 > car business cycle 
Unfortunatelj the field of economics has not the classic simplicity of physics 
or mathematics In those fields a crank who thinks he can square the circle or 
build a perpetual motion machine can be shown up if not to his own satisfac 
non at least to that of e\ er> competent obsen er In economics it is not quite 
so easy to demonstrate that sunspot theories of the cycle arc all moonshine 
cspcciall) if their proponents are willing to spend a lifetime manipulating 
statistics until dicj produce agreement This sad fact is important not because 
we find It difficult to dispro\c the sunspot theory— no one really cares much 
today about sunspot theories — but riAcr because our cockiness about w hat w c 
think are better and truer theories must always be subject to liberal resen a 
tions in \ icw of the complexity of economic obsen ations and data w hich makes 
It difficult to dispro\ c a bad thcor> or \ crifv a good one 

VVKCVi INTEKNAL IHCORIES 

As against the crude external sunspot thcor> wc may describe a simple 
example of a possible crude internal thcor) If machiner) and other durable 
goods all had the same length of life sa> 8 or 10 j ears then w c might trj 
to explain a business ejele of the same length b> this fact If once a boom got 
started— net cr mind how — then there would be a bunching of new capital 
goods all of the same age A few jears later before these goods had worn out 
there would be little need for replacement This would cause a depression 
But after 8 or 10 )cars all the capital equipment would suddenly wear out 
and would all ha\c to be replaced gning rise to an inflationary boom Tins in 
turn w ould gn c rise to another complete cj cle w ith a new cycle of depression 
and boom c\ cry decade Thus as a result of self generating replacement 
w ai cs w c might ha\ c a purcl) internal business cycle theory 
Actuallj not all equipment has the same length of life and not ex en all 
identical automobiles produced on the same day arc in need of being replaced 
at the same time Therefore any bunching of equipment expenditures xx ill tend 
over time to spread itself out at most gixing rise to weaker and weaker re 
plaeemcnt peaks Twenty fixe years after the Cixil Var one might have 
observed a deficit of births because of that conflict But another generation 
later and the dip xxould be hardly noticeable xxhile today it is just as if there 
had nexcr been that particular violent disturbance of population Replacement 
waves therefore are like a plucked violm string They tend to dampen down 
and die away unless there is a nexx disturbance 
The laxvs of physics guarantee that firiction xx ill lessen any purely autono- 
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mous physical fluctuations. In social sdence, there is no law like that of the 
conservation of energy preventing the creation of purchasing power. There- 
fore, a much better example than replacement waves of a self-generating cycle 
would be the case where people became alternately optimistic and pessimistic, 
each stage leading as inevitably into the next just as the manic stage of an 
insane person leads eventually to die depressive stage. We cannot rule out such 
an internal theory. But neither can we be satisfied with it as it stands, for it 
does not explain a great deal. 

COMBINING EXTERNAL AND INFERNAL ELEMENTS INTO A SYNTHESIS 

Everyone has observed how a window or a tuning fork may be brought into 
pronounced vibration when a certain note is sounded. Is this vibration exter- 
nally or internally caused? The answer is both. The sounded note is certainly 
an external cause. But the window or tuning fork responds according to its 
own internal nature, coming into strong resonance not with any sounded note 
but only with one of a certain definite pitch. It takes the right kind of trumpets 
to bring down the walls of Jericho. 

Likewise we may look upon the business cycle as not unlike a toy rocking 
horse which is subjected to occasional outside pushes. The pushes need not be 
regular; great technical inventions never are. But just as the horse rocks with a 
frequency and amplirude that depends partly upon its internal nature (its size 
and weight), so too will the economic sj'stcm according to its internal nature 
respond to fluctuations in external faetor.-;. Both e-xtemal and internal factors 
are important, then, in c.\plaining the business c)'cle. 

jMost economists today bcliei-c in a s)'nthcsis or combination of external and 
internal theories. In explaining the major cycles, they place crucial emphasis 
on fluctuations in iimstment or capital goods. Primary causes of these rapricious 
and volatile investment fluctuations arc to be found in such external factors as 
(I) technological innovation and (2) dynamic growth of population and of 
territor)'. With these external factors, we must combine the internal factors 
that cause any initial change in investment to be amplified in a cumulanve. 
multiplied fashion-^s people xvho arc given work in the capital-goods indus- 
tries respond part of their new income on consumption goods and as an air ot 
optimism begins to pervade the business communit>% causing firms to go to 
the banks and the securities market for new credit . . . 

Also, it is necessary to point out that the general business situaaon definitdy 
reacts back on investment. If high consumption sales make businessmen ^t^- 
mistic, they arc more likely to embark upon venturesome ■ 

Crions or scientific discoveries may occur independently of the business 
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cycle, but their economic introduction ^\lll most certainly depend on busmess 
conditions If national income moves to a new postv ar plateau which is some 
50 per cent higher than prew ar, w e should expect that a considerable volume of 
capital formation (neu machines, added inventories construction) would be 
induced Therefore, especially in the short run, investment may be in part an 
effea as well as a cause of the level of income 
In the longer run, no matter how high a plateau of income is maintamed, the 
stock of capital goods will become adjusted at a higher level and new net 
investment will drop off to zero unless there is (1) a growth of income, (2) 
a continuing improtemcnt of technology, or (3) a never ending reduction in 
interest rates The first of these processes, showing how imestment demand 
may be induced by growth of sales and mcome, has been given a rather high 
sounding name— the “acceleration prinaple Almost all w riters brmg it in as 
one strand in their final business cycle theories Let us examine how this 
internal cyclical mechanism works itself out and interacts with other factors 

THE ACCELERATION PRINCIPLE 

According to this law , socictj s needed stock of capital, whether inventory 
or equipment, depends primarily upon the level of income or production 
Additions to the stock of capital or what we customaril) call vet investment, 
w ill take place only w hen income is grow mg As a result, a prosperity period 
may come to an end— not simply because consumption sales ha\ e gone down— 
but simply because sales ha\ c Ineled off at a high level or haa e continued to 
grow but at a lower rate than preaiousl} 

A simplified arithmetical example will make this clear Imagine a typical 
textile manufacturing firm whose stock of capital equipment is always kept 
equal to about ten times the value of its yearly sales of cloth ^ Thus, when its 
sales have remained at 6 million dollars per year for some time, its balance 
sheet w ill show 60 million dollars of capital equipment, consisting of perhaps 
20 machines of different ages with one wearing out each year and being 
replaced Because replacement just balances depreciation, there is no vet m 
vestment or saving being done by the corporation Gross im estment is taking 
place at the rate of 3 million dollars per year, representing the yearly replace 
ment of one machine (The other 3 million dollars of sales maj be assumed to 
go for mges and dividends ) 

No^\ let us suppose that, in the fourth year, sales rise by 50 per cent — from 
> We arc ignoring an> possible change in interest rates or degree of utilizwion of capacit> 
in order to keep our discussion simple This could be remedied Also the reader may \\ ish 
to include inventory change as well as equipment change m the analysis 
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6 to 9 million dollars. Tlicn the number of machines must also rise by 50 per 
cent, or from 20 to 30 machines. In the fourth year, 11 machines must be 
bought, 10 new ones in addition to the replacement of the worn-out one. 

Sales have gone up by 50 per cent. How much has machine production gone 
up? By 1,000 per cent! It is this accelerated effect of a change in consumption 
on investment levels that gives the acceleration principle its name. 


TAHUt 1. Illustration oj the Acceleration Principle (In viillions of dollars) 


Time 

Yearly 

Stock of 

Net in- 

Gross investment, G. I. 

sales 

capital 

vestment 

(N.I. + replacement) 

First phase 

First vear 

S 6 

S 60 1 

S 0 

1 machine at S3 = S3 

Second > car . 

6 

60 

0 

1 machine at 53 = S3 

Third year 


60 

0 

1 machine at S3 = S3 

Second phase 

Founh year 

S 9 

5 90 

530 

(1 + 10) machines at S3 = 533 

Fifth year. . | 

12 

120 

30 I 

{1 + 10) machines at S3 = 533 

Si\th year 

15 

,50 

30 

(1 + 10) machines at S3 = 533 

Third phase 

Seventh yc.ir 

S15 

5150 

1 5 0 

j 1 machine at S3 = S3 

Fmirth phase (to he fitted in by reader) 

Eighth year . . . 

514.7 

- 


- 


If sales continue to rise in the fifth, si.\th, and seventh years by 3 million 
dollars, then v c shall continue to have 1 1 ntnv machines ordered in cvciy year. 
Tliis is .shown in Table 1. 

So far, the acceleration principle has given us no noublc. On the contrar>% it 
has given us a tremendous increase in investment spending as a result of a 
moderate increase in consumption sales. But now we arc riding a tiger. Con- 
sumption has to keep increa.sing in order for investment to stand still! If con- 
sumption should stop growing at so rapid a rate — if it should level off in the 
seventh year even at the high lc^•cl of 15 million dollars per year— then net 
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imcstment fall awaj to zero and gross m'lestment \ull fall back to 1 
machine (see the table) In other words, a drop of zero per cent m sales has 
resulted in a 90 per cent drop m gross in\estment and a 100 per cent drop in 
net m\esnnent' 

The Lord gn eth and the Lcard taketh aw ay The acceleration principle is a 
nio-edaed snord If sales should drop below 15 inilhon dollars gross imest- 
ment w ould drop aw ay to nothing, m feet, die firm w ould w ant to dismvest b) 
sellme off some of its machinery on the used-equipment market It is now 
^)par that a depression can set in just because consumption has stopped grow ing 
so rapidly, ei cn if it has not dropped off absolutel} , but onl> lei eled off at a 
high lei el 

Needless to say, the curtailment of production m the machme producing 
industnes 11 ill cause them to shut down w ill curtail their income and spending 
on food and clothine, and lead to soil further “multiplier changes m spending 
This might ultimately cause textile sales to stop growing altogether, or ei en to 
decline This w ill cause a further accelerated drop m net im estment Thus, w e 
may be in a i icious circle w herebj die acceleration prmaple and the multiplier 
interact so as to produce a cumulame deflationary (or inflationar}) spiral 
It IS easy to see that m the acceleration pmciple w e hai e a pow erfiil factor 
making for economic instability We ha\ e all heard of situauons w here people 
haie to keep running m order to stand sail In the economic world, matters 
ma) be sail worse the S) stem ma) haie to keep running at an e\er fester 
pace just in order to stand sail 

If business sales go up and down, the accelcraaon principle intensifies their 
fluctuaaon It induces net im estment on the upsw ing but causes about the same 
amount of net dirmi estment on the downsw mg In the long run, if the s> stem 
IS grow mg because of populaaon maease or higher real incomes then the 
acceleraaon principle works prunanly as a samulatmg fector grow mg 
naaonal income causes extensile growdi of capital, which in turn means that 
ini estment demand will be brisk and unemployment relatiiely low 
The important lesson to be learned from this chapter is that the economic 
sjstem IS more or less without a steermg wheel There is no mecharasm or 
automatic goiemor which keeps purchasing power right at the fuU-emplo) 
ment leicl, neither too low nor too high On the contrary, ei en if businessmen 
and workers are doing their best and are acting intelligent!) and unselfishl) 
the s) stem ma) still be in the throes of inflaaon or deflation, depending upon 
the chance circumstances of the complex interacoon betw een im estment and 
saiing 
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THE BUSINESS CYCLE 


SUMMARY 


1 . The business cycle is a pulse common to almost all sectors of economic 
life and to all capitalistic countries. Movements in national income, unemploy- 
ment, production, prices, and profits arc not so regular and predictable as the 
orbits of the planets or the oscillations of a pendulum, and there is no magical 
method of forecasting the turns of business activity. 

2. However, the four phases of expansion-rccession-contraction-revival can 
be separated out for analysis and can be distinguished from seasonal fluctuations 
or long-term trends. The resulting pattern of 8- to 10-year major cycles, 
shorter minor cycles, and longer construction cycles has been carefiilly de- 
scribed by economists, statisticians, and historians. 

3. When it comes to theories to explain the cycle, our first clue is to be 
found in the greater amplitude of fluctuations of investment or durable capital- 
goods formation. Although most economists agree on this fact, they differ in 
their emphasis upon external or internal factors. Increasingly the experts are 

toward a synthesis of e-xtemal and internal factors, where on the one 
hand importance is attached to fluctuations in inventions, in population and 
territorial growth, in gold discoveries and political warfare. On the odier 
hand, economists stress also the way that these external changes in investment 
opportunities arc modified by the multiplier reactions of the economic system, 
the credit practices of banks, waves of optimism and pessimism, replacement 
cycles, the acceleration principle which brings in dynamic rates of change as 
well as levels, and still other feedback effects of income upon investment. 

We must now turn to the problem of what can be done to moderate the wild 
contortions of the cycle, not only to calm it do^vn, but to do so at a level of 
high employment and long-term growing income. This is the challenge to fiscal 
policy. 


QUESTIONS FOR DISCUSSION 

1 . What is meant by the businc-ss cycle? mat arc some of the steps that you would 
follow to measure it? 

2. Describe the history of business cycles in this countr>'. 

3. Describe the different pluses of the c)'clc. 

4. 'Which thcoo’ or theories of the c>’clc do you like best? Why? 

5. Write a rwo-page explanation of the acceleration principle. 



Chapter 18 : fiscal policy 

AND FULL EMPLOYMENT 
WITHOUT INFLATION 


\\ 1 h'i\c sttn in cirlicr chnpttrs thit the bchmor of wine nnd imcsment 
(ictcnnincs the lc\cl of nitiomi income and cmplo>mnt "We Into seen thit 
pri\ itc in\ esnnent often fluctuitts \i idcl\ from > cir to > cir ind thit the same 
IS true of foreign Icndine Historv shows how piinful ind wisteful the business 
c)clc his iKtn in the pist, todi> esersone is in igrcemtnt tint unless we 
succeed in h) ing tlic ghost of instibilit} in the future ^mcricin free enterprise 
will be in leopirds 

A^Tnt prescription follow s from our eeonomie dngnosis^ No single insw cr 
can be enen, there is no sincle cure ill for the economic ills of socictj Busi 
ness, labor, ind icriciilture must ill attempt to pursue price ind wage policies 
aimed It miinnininc i snble, high employ ment economy TIic I edcnl resen c 
system can also do i little, by a\is of interest and monenry policy, to present 
in aggns ition of the business csclc But, if ill these measures hi\ c been tried 
and thes still do not succeed in asoiding the perils of heat y uncmployancnt or 
extreme mflition then there is still the public w capon of fiscal policy 7 his is 
not to siy tint fiscil policy, ilonc, is i cure ill, but it is an impornnt part of 
any economic program 

The reader is w arned that the subject matter of this chapter is still in a 
contros ersiil stage While stress his been placed on limitations as well is on 
adsantages of different fiscal policies, it is idle to belies c that, in the present 
inadequate state of our scientific economic knowledge, economists arc in 
agrccnicnt as to the impornncc of the pros ind cons No reader should form his 
opinions upon the basis of a hasty reading of some superficially pcrsuasii c 
argument 
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A. SHORT-RUN AND LONG-RUN FISCAL 
POLICY 

By a positive fiscal policy, \ve mean the process of shaping public taxation 
and public expenditure so as (1) to help dampen down the swings of the business 
cycle and (2) to contribute toward the maintenance of a progressive, high- 
employment economy free from excessive inflation or deflation. 

The war years have shorni fiscal policy to be a very powerful weapon. 
Indeed, some would argue that it is like the atomic bomb, too powerful a 
weapon to let men and governments play with; that it would be better if fiscal 
policy were never used. However, it is absolutely certain that, just as no nation 
will sit idly by and let smallpox decimate the population, so too in every 
country fiscal policy always comes into play whenever depressions gain head- 
way. There is no choice then but to attempt to lead fiscal policy along economi- 
cally sound rather than destructive channels. Every government always has a 
fiscal policy whctlicr it realizes it or not. The real issue is whether this shall be 
a constructive one or an unconscious, bumbling one. 


tXJONTERCVCLICAL OOMPEKSATION VERSUS LONG-RANGE FISCAL POLICY 

Tlicrc arc n yo main programs of fiscal po licy. The first is the least con- 
troversial and involves nothing more than the attempt to dampen do\vn die 
amplitude of the business c)^^. This is called a purely “countercyclical com- 
pensatory,” or “anticyclical” fiscal policy. It involves a budget that is^ - 
n need over the b nsincssjQtclc. Tlie second and more controversial part of 
fiscal policy involves lon g-range action designed to lif t the avCTayJ^ ^of 

or, if the long-range situation is inflationary, it involves continued action de- 
signed to reduce the average level of purchasing power over the whole cycle. 


COUNTERCYCLICAL COMPENSATORY POLICl' 

men private' investment shoots up too high, it seems natural to ask that the 
government should try to compensate by curtailing public investment and 
expenditure and increasing its tax collections. On die other hand, when private 
investment and consumption go off into a slump, the government is to to 
compensate by stepping up its pretuously postponed expendimres and by 
reducin*^ its tax collections. According to the countercyclical view, the govern- 
ment budget need not be in balance in each and every month or year; on t e 
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contnr) , during mflatiomry times, the budget should show a surplus of tax. 
receipts o\cr expenditures so tint the public debt can be reduced But when 
bid ames come, tlicn the budget should show a deficit of taxes over expendi 
cures, w itli tlic public debt returning to its prci lous let el Only o\ er the whole 
business qcle need the budget be m balance 

In 1 nutshell, tint is ill there is to counter cyclical compensatory fiscal 
polic) Stated in this w ij , it is seen to be a rather consen ati\ c doctrine— too 
consenatne, some of the present generation of economists would be inclined 
to argue 

types or COliNTERCYCUCYL POLICY 

Piibitc Werb Tins principle of countercyclical finance w ith respect to pub- 
lic w orks w as introduced into the American s> stem b) Herbert Hoo\ er, w hile 
he was Sccretar) of Commerce to Republican President Coolidgc Hooicr 
argued and rielitl) , that inasmuch as the go\ emment finds it necessary to build 
a cernin amount of roads, hospinls, schools, post offices, etc , then surch it 
would be better if these projects were intelligently planned so as not all to fall 
at a time when pmatc construction is booming and manpower is scarce 
Instead, tlic) should bo postponed until the time when prn ate industry releases 
materials and men 

In consequence, there will result a relam c stabilization of total business 
acm it> , since the peal of constniaion w ill be cut dow n and since the depres 
Sion trouch of construction will be at least partly filled in Not onl> will jobs 
be created when needed most, but more than that, the got emment will be 
gcttintr Its necessarj public w orl s at lower prices and through efficient produc 
non All tins is so ob\iousl) sensible that no one was surprised when in 1931 
Hoo\er and a Dcmoaatic Congress passed a law requiring the Federal go\ em- 
ment to set up a “permanent shelf of public worl s projects ’ with long range 
plans and blueprints alwajs at hand, drawn up in such a waj as to permit the 
antiqclical timing of public worl s 

Figure 1 illustrates how a countcrc>clical compensator)'^ fiscal polic) 
stabilizes business acm it) b) “chopping off the hills and filling m die a alleys ” 
The solid line, ABCD, show s the business cycle as it w ould be if the go\ cm 
ment did nothing about it and pursued a neutral policy Tlic dotted line, 
A BCD, shows the goiernmcnt’s budget Note that this is not in balance 
m CYcr) )car, but onl) o\cr the whole qcle Note too tliat the got emment 5 
actiYity IS just opposite in phase to the pm ate c)clc, so that it can compensate 
and dampen dow n the c) clc The shaded areas show how , as a result, the boom 
Js reduced and how the depression is mitigated Note too that the black areas 
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^ greater than the volume of public expenditure or deficit; this is because the 
feimhar multiplier is at work both in boom and in depression. The final result- 
ing pattern of national income, after the government’s compensatory poliq- 
is given by abed, which is much more nearly stable than was the original! 

The private economy is not unlike a machine without an effective steering 
wheel or governor. Compensatory fiscal policy tries to introduce such a 
governor or thermostatic control device. As shown in the figure, compensator)' 

COUNTER CYCUCAL FISCAL POLICT 



Counl«rcyclieol niBUC FINANCE. A'b’C'o’ 

FIG, 1. The public budget is supposed to be in balance over the business cycle but not 
necessarily in every year. Countercyclical finance means reduced spending and higher 
taxes during boom times to match defidts during depression times. 


policy tries to reduce the amplitude of the cycle; it does not necessarily hope to 
wipe out altogether every bit of fluctuation. Moreover, everyone recognizes 
that it is very difficult to time our pubUc works exactly as we should w'ant them. 
We can't simply throw a switch when we want more purchasing power and 
reverse the dial when we want less. Time is required to get a project under 
way, especially if it is a big one. Once under way, it would be difficult and 
expensive to abandon it. Because of these technical difficulties of starting and 
stopping public works and because we need time to discover whether we are 
really in a boom or a dqiression, our ambition must be less pretentious than 
that of creating 100 per cent stability of national income. 

Welfare and Other Expenditure. Fortunately, these difficulties are not insur- 
mountable. Fortunately, too, public-works planning is only one of a number of 
anticyclical devices. Even without any planning at all, government expendittites 
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on relief and unemployment automatically rise when people get thrown out of 
work, and automatically tend to fell when jobs again become plentiful. 

In country after country all over the world the Great Depression caused 
budgets to become automatically unbalanced, in part because of an automatic 
increase in expenditures. Our own 48 states tend to build up in good times an 
Unemployment Compensation Reserve Fund, less being paid out in benefits to 
the unemployed than is being collected in payroll taxes. During bad times. 


PUBLIC ASSISTANCE AND WORK-RELIEF PAYMENTS, 1933-1943 



no. 2. Source. Social Semrity Biillctiii. 

the reverse is true: payments to unemployed workers exceed tax collections, 
and purchasing power is partly maintained by spending out of the accumulated 
reserve funds. 

During the depressed 1930’s, the WPA provided work relief on public 
projects (schools, swimming pools, road building, writers’ and drama projects, 
etc.). The PWA provided funds for privately contracted Federal and state 
projects. Home relief was provided for the unemployed and needy. Not all 
these projects were ideal; some were hastily improvised and unwisely ad- 
ministered. But they did patch up a potentially revolutionary situation and 
provide for basic human needs, at the same time contributing (with multiplier 
effects as well) to purchasing power and employment. Figure 2 shows a break- 
down of emergency expenditure during the 1930’s. 

Aummtk Changes in Tax Receipts. In addition to public-works expenditure 
and welfare expenditure, countercyclical compensatory fiscal policy can also 
rely on cyclically timed tax policies. Wfe have already seen in the earlier 
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chapters on public finance (Chaps. 7 and 8) that our Federal tax system has im- 
portant income elements in it, so that tax collections tend to vary strongly 
with national income. Even without Congress or the state legislatures chang- 
ing any laws, it turns out that governmental tax collections tend to rise auto- 
madcaJIy when national income rises and to a fall off when national income 
fells off;' and because of the progressive elements in our tax structure, our 
relative tax collections vary even more sharply than income itself. 

A century ago, writers thought that stability of tax revenue was a good 
thing, and they would have looked with disapproval on the present-day tend- 
ency for tax receipts to rise and fell with national income. Today, most believe 
that the truth is just the reverse. To dampen dotvn a boom, a budgetary surplus 
is needed. Now there are two ways to produce a surplus: by a reduction in 
government expenditure, yes; but also by an increase in tax receipts. Ind eed, 
from the standpoint of free private enterprise, tax changes represent the more 
conservative policy. How lucky we are, therefore, that our present tax system 
to some degree has “automatic flexibility," with its collections tending to rise 
in inflationary times and to fell in times of depression. This is a powerful factor 
stabilizing the whole economy and moderating the business cycle. 

Countercyclical Tax-rate Changes. Even this is not all. Congress can also 
change tax rates. Back before World 'Whr I (and still in a few quarters even 
today), people thought it obviously desirable to balance the budget in each and 
every year. Therefore, they tried to raise tax rates whenever the public tvas 
experiencing felling incomes, and to reduce tax rates when incomes were 
becoming inflated. Once again, the pendulum of expert opinion has swung 
completely around; today, all but the most conservative students of public 
finance are opposed to such “perx'erse fle.xibility" of tax rates. Those who 
believe in a countercyclical compensatory fiscal policy argue that the time to 
reduce tax rates is in depression, when m'cr-all purchasing power is too low; 
and the time to step up ta.\ rates is during boom times. 

Thus taxes as well as expenditures are important for a countercyclical com- 
pensatory policy. 

limitattons on countercyclicu. compensatory poucy 
Vlfe have already mentioned (1) some of the diiSculties in planning 1^ 
public-works projects so that thej' can be quickly got under way or curtailed, 
and also (2) some of the forecasting difficulties in deciding just exactly when 
the time has come to step on the gas rather dian the brakes. In addition to these 
» For each 10 billion dollars of change in national income, the collections of oui postwar 
tax system change by more than 2}^ billion dollars. 
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TOO there are sail other limitations on a perfectly e£Feca\e counterc>cIical 
polic) 

Effects an Pn ite Investment A third liimtanon has to do w ith changes in 
pm ate im esnnent For example some m ould argue that goi emment expendi 
tore or defiats maj not reall) add much to purchasmg power during depres 
sions Ifpm ate m\estment could be assumed constant then public expenditures 
w onld of course hai e la\ orable primary effects upon income and employment 
more than that the consumpaon respending of successue portions of mcome 
w ould "11 e rise to the familiar muldplier chain of favorable secondary effects 
'I’^Tiat if prii ate mi estment is frightened off by goi emment exqsenditure or b) 
the defiat’ 

This is certainl) a possibiht> Busmessmen ma> say With that man in the 
^ATiite House spending recklesslj were going to abandon even the little 
pm ate mi estment m e had planned Or a prii ate uality company may curtail 
im estment because it fears the threat of pubhc hydroelectric projects Or ii hen 
die goi emment spending gii es people money to bu) m retail stores the effect 
in time of deep depression ma} simpl) be to permit the merchant to \i ork down 
hismientorj of suiplus merchandise if he does not reorder producaon goods 
the pubhc mvesonent has been just about neutralized by mduced priiate 
dmni estment (m mientor)) and the mulaplier cham is stopped dead m its 
tracks 

On the other hand there maj be fai orable effects on priiate mi esnnent 
iihidi are just the opposite to these unfai orable repercussions of goi emment 
finance I^Tien current producaon is at a low ebb and there is excess plant 
capaat} no prudent businessman feds hke undertaking new capital formaaon 
If the goi emment is able to boost retail sales and the producaon of consump- 
aon goods then busmessmen Mill hai e the financial abilit} and at least some 
monie to reneii equipment and build new plant (An exam ple of this 11 as 
proiided b) the discussion in Chap 17 of the acceleraaon pnnciple relatmg 
mduced mvesonent to the upii ard change m sales ) 

A^Tiere there are m 0 such opposing tendenaes— iai orable and unfai orable 
effects upon priiate mi estment— facts rather than arguments must be our 
guide Although economics does not permit us to make controlled experiments 
to settle the pomt conclusii el> the bulk of the staasacal data that hai e mm e 
to the attcnaon of this ii riter suggests that pni ate mi estment tends to move 
on the whole sympathcacall} with the leid of nanonal mcome The cash 
re<nster calls the tune and in a free entetpnse soacty rightly so 

This does not mean that 11 e can neglect unfri orable psychological reacaons 
to defiat finanantr But these adi erse reacaons are of much greater importance 
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in connection with long-range deficit financing than with the purely counter- 
cyclical case where the budget is balanced over the cycle. may profitably 
defer this topic to later sections. 

Fiscal Perversity of Local Finmce. A fourth limitation on compensatory 
finance arises from the behavior of state and local governments. Unlike the 
Federal government, they have a tendency toward a perverse cyclical pattern- 
borrowing for hospitals and schools in good times and reducing their debts in 
bad times. This serves to aggravate rather than dampen down the business 
cycle. 

However, it would be unfair to criticize them too harshly for this. The credit 
of the Federal government actually improves in bad times; also it has the 
constitutional powers to issue currency and to use the Central Bank to float 
its loans if Congress deems this necessary. The states and localities, on the 
other hand, arc subject to greater credit difficulties when it comes to borrowing 
— although in recent years Federal grants-in-aid have been an important source 
of finance for local public works. Also, states and localities are often ham- 
strung by constitutional limitations upon their depression borrowing. 

On the wliolc, it is probably too much to expect the states and localities to 
pursue a militant anticyclical spending policy. But at the very least, we can set 
for them the goal of being neutral with respect to the cycle rather than aggra- 
vating it by buying new fire engines and war monuments during inflation and 
cutting all services to the bone during depression. Also, it is to be hoped that 
local governments will avoid perverse cyclical fexibility with respect to tax rates, 
such as introducing deflationary, regressive sales taxes during dqjression times 
and cutting income tax rates during prosperity. 

The “Piimp-pr'n?mg" Confusion, In addition to the above four criticisms, 
a number of other limitations upon countercyclical compensatory fiscal policy 
could be listed. But only one last criticism will be mentioned here. Many 
people are disappointed to find that after the govevmient curtails its depression 
■ spending, the national income may again fall back to a low level. Really this is not a 
criticism of compensatory policy, but rather a case of confusing it with what is 
popularly called government “pump priming.” 

"W^en the New Deal was still ver>'- new, many people thought that, if the 
government would only spend a little money, the economy would be lifted 
from tlie doldrums and would carry on forever after on its own steam. If only 
you pour a little water into the pump to prime it, it will repay you with an 
endless stream of water. 

Actually, countercyclical compensatory fiscal policy is as different from 
pump priming as a gasoline engine is from a perpetual-motion machine. Stop 
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feeding gas and the motor stops, stop eatmg and you will waste away So ith 
compensatory finance pubbc spending may have powerful secondary effects, 
still, like private investment itself, its effects cease soon after it ceases In 
economics, there are few ms^ical ways of gemng something for nothing * 
So much for the limitations to countercyclical fiscal policy In conclusion, w e 
may simply note that few people would object m theory to its precepts What 
they do occasionally object to is the tendency or danger that what starts out as 
an innocent-looking countercyclical fiscal policy may turn into a policy of 
long-range spending For example, consider the period 1933 to 1938 as a com 
plete cycle Certainly 1935 and 1937 were m retrospect its best years, and 
to the purely countercyclical view should have been years of bud- 
getary surplus But at the time, w ith almost 10 million unemployed, putting on 
the fiscal brakes hardly seemed rational or “political ” 

LONG-RUN FISCAL POLICY 

Let us turn, therefore, to the longer run problem If we could always be 
sure of 5 lean years of too small private investment to maintain high employ- 
ment, followed by 5 fat years in which investments were too large to permit 
high employment at stable prices, then counter-cyclical finance might be per- 
fect But what if we move into a postwar era where the years of high boom 
tend always to mtmmiber those of depression^* Then, in such a period of 
“secular exhilaration,” many would argue that the goiemment should not 
balance die budget over each business cycle Instead, it should average a 
“budgetary surplus” (of taxes over expenditure) throughout most of each 
business cycle and over a long period of years 
This IS clearly something quite different from a countercychcal policy aimed 
at smoothmg out fluctuations, it is a pohpy of cantmms Img-nm surpkis 
financing aimed at reducing the average level of purchasing pow er and inflation 
On the other hand, suppose that the level and fluctuations in private invest- 
ment were such as to give us a pattern of national income like that shown in 
Fig 3 Although our manpower, resources, and know-how are such as to make 
It possible for the American economy to produce the mdicated potential pattern 
of real product, suppose that the balance of savmg and investment tends to give 
the actual pattern shown by ABCDEFG The reader can draw in a third line 

* One way of getting a pump-pnming situation would be to consider a system where a 
dollar of expenditure did not create a multiplier chain of 3 = 1 + % -[- (%)® + 
but rather created a chain of the form infimty =1+1+1+!+ +1 + 

Without any “saving leakages ” the pump would gue you any amount of water in return 
for the original amount used for pnming 
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showing what would be the pattern of income if only a countercyclical smooth 
mg-out policy were pursued. Obviously, there would still be a wastage of 
resources and product most of the time, even if the contortions of the business 
cycle were partly ironed out. 

Many modern Wrs would ar^e for a l<mg-Tun policy offiill compcnmion 
in such a case. According to diem, it would not necessarily be desirable to pull 
the brakes at A, or at C, or at G. Only at E would a strongly contracdng spend- 



deficits. ^ 

Long-run surplus financing and long-run deficit financing both differ from 
a purely countercyclical policy. MTiich will be appropriate depends upon the 
happenstance of the long-run balance of saving and investment. Let us first turn 
to the more pessimistic view of stagnant investment opportunities relative to 
full-employment saving. , 

SECULAR STAGNATION? 

Countercj'clical fiscal policy, widi the budget balanced over the cj'cle, is 
designed to even out the bumps in business activity, but not to alter the average 
level of employment very much. Condnuous long-run surplus financing is 
designed to lower the average level of purchasing power in order to curb the 
infiation that would result from an era of “secnilar exhilaration” when domestic 
and foreign investment are tending to run beyond fiill-emplojunent saring. 
The third possibility we must now explore: May there not be a tendency in the 
next few decades for full-employment saving to run ahead of investment 

iSec the lengthy study, “The American Industrial Enterprise System,” Vol. II, Chap. 
XVIII, National Association of Manufactnrers, New York, 1946. 
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opportunioes, with the inevitable result of more years of slump than of high 
employment, of long-lived depressions and bnef, anemic recoveries? 

Such a view is often called “secular stagnation It is associated viith the 
name of Prof Alvin H Hansen of Harvard University According to Hansen, 
dynamic im estment is the mainspring of economic fluctuations As investment 
shifts to high gear, total demand is bgh and jobs are plenuful, when the 
capricious factors making for investment happen to be unfavorable for a long 
time, the economic system may go through years or decades of considerable 
unemployment 

So far, almost all economists would agree \i ith Hansen But a number would 
get off the band w agon when he goes on to express his opinion that there are a 
number of long-run factors in the American situation which make it possible or 
e\en probable that investment \iill be a lagging factor relative to full-employ- 
ment saving He thuiks that a relatively “mature economy” like the Umted 
States IS especially susceptible to stagnant investment and unemployment 
Some of his reasons are as follows 

hmstinent Prospects In the past the principal determinants of investment 
haie been these dynamic— not static' — elements raptd population growth, dis- 
covery and settlement of new territory, and technological innovation The geo- 
graphical frontier is long since gone Even before World War I the first two 
of these im estment determinants were beginning to slow down After World 
I, and particularly m the decade of the 1930’ s, almost the full brunt was 
thrown upon technological innovation This will be even more true in the 
decades ahead when immigration and birth rates are sure to be so much less 
than they w ere in the nineteenth century 

A full employment economy, like an aurplane, cannot stand still, it must go 
forv ard if disaster is to be avoided An airplane traveling on only one engine 
instead of three may possibly make out all right, but as a betting proposition 
the chances of its encountering trouble are increased 

Moreover, Hansen believes that the third dynamic factor behind investment, 
technological innovation, will go on at a more brilliant pace than ever before 
in our history, but may to a considerable extent take the form of inventions that 
lessen rather than increase the animmt of needed investment Thus the invention of 
the amliner may make possible the development of Siberia without billions and 
billions of dollars of investment in public roads and railroads The invention of 
wireless radio or of the multiple-message cable all economize on the tremendous 
amount of investment needed in capital installations Atomic energy may 
mimmize the need in many parts of the world for costly hydroelectric reclama- 
tion projects Science gives and takes as for as investment is concerned, and 
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Hansen thinks there may continue to be — ^what he believes to have been true 
of the I930’s — a preponderance of “capital-saving invention.” 

Personal and Corporate Saving Prospects. Hansen’s views with respect to the 
future of saving round out his dteory. He believes that people tend to divide 
their extra income between consumption and saving. Our mcredibly creative 
scientists and engineers can be expected to increase our full-employment real 
incomes at a rapid rate. Probably, real wages and productivity will continue 
to grow at the compound-interest rate of 2 to 3 per cent per year, or even faster 
than in the past. 

If people’s tastes and standards of consumption remained the same, this vast 
increase in income would probably mean an even greater proportionate 
in saving. Fortunately for the prospects of avoiding mass unemployment, 
people’s consumption standards do not remain constant. Their needs and 
desires are constantly expanding, because of new products mvented, because 
of advertising, because of social custom and imitation. 

Throughout all our history the Consumption-income schedule has been 
shifting upward; the Propensity-to-save schedule has been shifting downward. 
Vk now have pretty good statistical records going back more than half a 
century. These show, rather than an increase in the ratio of saving to income, a 
remarkable constancy of the proportion which the American people have 
saved out of past full-employment incomes. Hansen sees no reason why the 
same should not continue to be true in the years ahead. If rising living standards 
keep pace with rising productivity, then the percentage of personal samg that 
has to be offset by investment need not get u'orse — especially if progressive 
tax and expenditure policies help to maintain a high consumption economy, 
and if bold and vigorous attacks on unemployment are effective in forestalling 
any tendency for people to get frightened into oversaving and to fall behind 
in their acquiring of higher living standards. 

Personal savings are only part of the picture. Increasingly, corporate saving 
is growing in importance, and here Hansen is less optimistic. It is sound busi- 
ness management for corporations to make full accounting allowances for 
depreciation and obsolescence; it is sound practice to withhold part of dividends 
and plow back earnings into a growing business. Hansen thinks that the.se 
business savings may be more than enough to finance replacement of capital 
equipment and new capital formation. And to the extent that corporate invest- 
ment is completely financed by additional net (or gross) coqjorate saving, to 
that extent such investment is not available to offset personal saving and cannot 
add very much to jobs and purchasing power. 

Hansen, who is by nature a confirmed optimist, hopes that the maintenance 
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of continued lull employment w ill cause businessmen to be contented ith low 
amt profits on a high 1 olume of production and \i ith moderate rates of profit 
andsaiing 

Some of Hansen s followers are less guarded than he is Also, there is a 
sizable body of conservam e opimon which is much more pessimistic than he is, 
in that they agree w ith him as to ’■he pattern of future and past facts but disagree 
as to the basic cause of stagnation Tliey are inchned to attribute the failure of 
miestment in the pre and postwar to die interference of government with 
business and to reform legislation With nations all over the world moving 
increasingly tow ard a planned state, and w ith the Amencan electorate show mg 
a willingness to adjust the minute hand of the clock of history but apparently 
unwilling to turn the hour hand back toward Imsez fane, holders of this view 
naturally tend to be rather despondent 
Before turning to criticisms of the Hansen stagnation thesis, let us beware 
of one of Its common misunderstandings It is not the grow th of our producnve 
potenualities that is believed hkely to be stagnant As Fig 3 clearly show s 
the secular stagnationists belieie that our scientists will be more productive 
than e\er— inventing glass neckties and causing 1 man hour to do the work 
previously required of 2 As we have seen, Hansen believes that productivity 
and full employment producuon may grow at a compound interest rate 
doubling at every generation The only dimg that he thinks is likely to stag 
nate— if nothing is done about it— is our abihty to keep everybody employed 
so as to realize our potentialities, or to put the matter differently, the level of 
investment relative to full employment saving may stagnate in a wealthy, 
mature economy 

STAGNATION A BOGEY’ 

By no means are all, or most, economists prepared to regard the stagnation 
theory as proved or even probable But surpnsingly little vigorous and detailed 
opposition appeared in print until die Machinery and Allied Products Institute, 
a federation of trade associations in the industrial equipment field, published a 
fiill size volume entided “The Bogey of Economic Maturity ” This was pre 
pared by George Terborgh, an able economist, and constitutes the fullest 
reference source for anyone interested m the arguments against the stagnation 
viewpoint Without going into details, some of his viewpoints can be briefly 
mentioned here 

Terborgh believes that the stagnation and mature economy thesis is a bogey 
without sound factual or theoretical basis It is a child of the pessimistic 
depression period Prior to 1929, there was little or no evidence of senility of 
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the Americaai economyj and just as one sw^allotr doesn't nuke a summer, so 
one dqjressioa, even a great one, cannot establish a presumption toward stas- 
narioiL Terbor^ also believes that the income analysis along saving and invest- 
ment lines is in itself nentral and establishes no pre sump ' J oa in favor of 
stagnation. Of coarse, misuse of the analysis may seem to fevor stagnation; 
e.g., at any time in the past cenmri' it would have been difficult to name the 
industries that tvoald provide ns widi investment, so that a sinrole-minded 
calculator of savings might at any time have come to pesmnistic and incorrect 
conclnsioas. 

Turning to specific facts, Terborgh admits that population growth provides 
an important quantitative source for investment; bur that does nor prove dut 
investment would fail to go elsewhere if diere were no pc^ralation groii^-ffi. 
.Moreover, when pqralarioa growth slows down, die elderly, retired portioa 
of die popnlarioa grows in relative importance. Therefore, the slowing down 
of population growth reduces saving at the same time that it may have dimin- 
ishing tendencies on investment. Finally, and riiis is perhaps most important of 
all, the percentage decline in population has been going on for a centurj*. 
MTiy, then, did stagnadoa not develop years and years ago? 

So too with the disappearing frontier. The geographical fronrier disappeared 
in die 1 S90's. MTiy no stagnation at that timer MTiy should new people on new 
land lead to more inrestmcac than new people on old seeded land? 

Turning to the diird source of investment, technological innovadoa, Ter- 
borgh questions the vital importance of a few great and dramatic industries. 

The impoirant thing is the total fiow of technological developmeEt. nor is dsgree 
of concemradon. Given an abundance of risirg icdcstries h'ke avianoa, mediaaical 
refrigetanon, air-oondirionhu. radio, tdevisicn, rayon, plasdcs. qmdj-freezmg, pre- 
fahricred honsiiu. light me^, powdered metals, higlrtxxaae gas-olinc, gas turbines, 
jet pmpulsion. s^un glass, cowon pickers, combined hY^'estets. eletsronics-to name 
only a few ar random — die loral volume of direct and induced investment can be tre- 
mendous. . . . Tnerc is ... no evidence of aa increasfrg proponiou of capital- 
savisig innovation.* 

Terborsh also disbelieves in the bogey of an increase in self-financed busi- 
ness inve.^ent. His studies lead him to believe that the Great Depression of 
the I950's must be ecplained in odier tenns, and that the immediate oudook is a 
relatively favorable tme: 

If . . . we sufier from a dironic in-rafSdenev- of amsimipibn and bi-.-fstmtia am- 
birJ. it wiU not be, in our judgment. becaa.*c investment oppo-mmin' in a phvrical 

* GEor.cn: Tbcboeoh. “Tne Boge>- of Economic .Mamriti,” p?. 96. .Madiiuay 

and .Allied Products Insaicte. Cueago, 1945. 
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and technological sense is persistently inadequate to absorb our unconsumed income, 
but rather because of political and economic poliaes that discourage investment jusD- 
fied, under more favorable policies, by these physical fectors 1 

The task of cyclical stabilizaaon is difficult enough without the distraction of stag 
nationist soothsaying Even if we renounce Ae fotuous perfectiomsm of “sixty million 
guaranteed jobs,” aspiring rather to the more modest immediate goal of relauvc sta 
bility, the task is still difficult It is not, however, impossible To its accomplishment 
haunted no longer by the demons of economic matunty, we can proceed with courage 
and resolution ' 

Vik shall not attempt here to weigh the relative merits of the stagnation 
viewpoint Economic analysis must be prepared to understand the policies 
called for by stagnation, it must be no less prepared to meet the opposite 
situation of long-range inflationary conditions The next section discusses some 
of Aese problems and introduces us to some of the important features of our 
postwar public debt The final section deals with the problems of an advancing 
full employment economy 

SECULAR EXHILARATION, LONG-RUN SURPLUS FINANCING, AND DEBT RETIREMENT 

Suppose that private investment demand and the propensity to consume 
should be so buoyant after the w ar that the schedules of saving and investment 
tend to intersect at an income higher dian we have the manpow er to produce 
There w ould then be a tendency toward “overfull employment ” There would 
be more than a tendency toward inflation, there would be actual inflation The 
dollar shrinks in value as prices soar People want to buy more goods than can 
be produced, prices are bid up and for the moment may seem to discourage 
excessive purchases But the higher prices do not permanently equate supply 
and demand The higher prices constitute someone’s income— a farmer’s, a 
busmcssman’s, or a worker’s Again demand is excessive, again prices rise, 
and we have the familiar case of an inflaaonary spiral which cannot bum itself 
out so long as the savings and investment schedules fail to intersect at full 
employment * 

There is one thing to do The government must cut its expenditures in order 
to reduce purchasing power, it must mcrcase its tax colleaions so as to produce 
a surplus It is not enough to do this for a day or a year, it must cononue to 
run a surplus for as long as total demand remains excessive 

pp 213,226 

See the earlier discussion of inflation in Chap 13 
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B. THE PUBLIC DEBT AND POSTWAR FISCAL 
POLICY 


Under such conditions of secular exhilaration, the Federal debt, which is 
around 250 billion dollars in 1948, would be gradually retired— not in each and 
every year, but in all but a few years of depression. If “secular (or long-term) 
exhilaration” continues for the next few decades, then the debt might be cut 
at least in half over the next quarter of a century. This is in contrast to a purely 
countercyclical policy, where the budget is balanced over every cycle and 
where the debt would dip down every decade to, say, 200 billion dollars and 
bob back up again to around 250 billion dollars. 

Let us analyze the economic process of retiring debt. The government may 
use its surplus of taxes to retire bonds held by the banks or by the nonbanking 
public. The second case is the simpler and may be described first, 

Retirmg Nojtbank Debt. Tax collections will reduce people’s disposable 
income, which is just what the doctor orders for inflation. The government 
could simply let its deposits and cash balances grow at the expense of the rest 
of the community. More likely, it udll use die money to retire bonds and 


reduce the public debt. 

Even if Ae surplus tax funds are used in this way, the net effect will be 
deflationary. This is so because the taxes collected directly reduce disposable 
income and therefore consumption expenditure. But the payment of these 
taxes to bondholders is a capital rather than a current transaction. They can- 
not, and ordinarily muII not, treat these sums as part of their recurring income 
to be spent upon consumption, any more than would a man who had sold his 
house on Wednesday for $ 1 5,000 treat that as his day’s income.^ 

The public gives up bonds from its lockboxes and mattresses, and in effect 
it is left with receipted tax bills 'among its souvenirs. By running the movie 
camera backward, we see that the disappearance of the debt is an exaa reversal 
of the process by which the war debt was created— out of thin air, so to speak 
Instead of taxing the public to pay for battleships and guns, the government m 


> Cashing in of war bonds by relauvdy poor spenders would, of course, be a different 
story. Also, using a tax surplus to retire debt may have some dowmvard effects on the 
interest rate as compared to a policy of lemng tax surplus accumulate m the governments 
bank accounts. Therefore, in an occasional boom period of the type where 
ment would respond readily to such an availability of capital funds, the T«=»™ry and th 
1-cderal reserve authorities will have to adopt contractionary monetary policies while 


reducing debt. 
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effect paid them in government bonds, more precisely, it paid them mcome 
which diey saved in order to buy bonds 
Betirmg Bank Debt What if the government surplus is used to retire bank 
held debt? Then instead of killing off the public s bond assets, we shall be 
killing off their bank deposits and cadi assets How does this come about? 
First I give the government cash or a check to pay my taxes The government 
uses Its enlarged bank account to buy back a bank held government bond The 
bank loses an asset and at the same ame a dqiosit liability The pubhc ends up 
permanently with smaller bank deposits or currency * 

In short, retiring bank held pubhc debt would bll off a substantial part of 
our supply of money, by exactly reversing the process whereby our wartime 
expansion of debt vastly increased our supply of deposits and currency 
Rearing nonbank government bonds will kill off an important part of the 
public s holdings of liquid government bonds Thus, we see how reducing US 
billion dollars, or half of the w ar debt, would halve the public s liquid wealth 
(currency, deposits, or got cnunent securities) 

The Debt and the Propenstt) to Consmte In fact, after the debt had been 
dropping for a long tune, people might finally begin to feel so poor as to cause 
the propensity to consume to fall for enough to end secular exhilaration— at 
which point large surplus tax collecoons would cease to be defensible 
Nobody knows how important would be the depressing effects upon con 
sumption of a reduction in people’s assets of financial wealth, or how signifi 
cant upon consumption spending has been the great wartime grow th of the pub- 
lic debt The answer depends m part upon w hether poor people w ho are ready 
spenders hold appreaable amounts of government bonds It also depends upon 
whether people s income rather than their wealth most importantly influences 
consumption and upon w hether people tend to save more or less once they ha\ e 
accumulated a certam amount of saving It is a little ironical that some writers 
who were most critical of deficit financmg before the war are now the most 
ardent champions of the notion that the individual postw ar holding of goi ern 
ment bonds will increase consumption and prosperity 
Debt Retirement and Interest As another effect of debt retirement, the 5 
billion dollars of interest, which the government must now annually pay out to 


* Fot every 4 billion dollars of bonds bought from the commeraal banks the Treasury 
will have to buy 1 billion dollars from the 12 Federal Reserve Banks This is in order to 
reduce commercial bank reserve balances m step with their reduced deposits and to keep 
a ess reserves from coming into being TTie reader is referred to the discussion of 
central banking in Qap 15 to refresh his memory on this exact reversal of the waitime 
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bondholders, might be considerably reduced. It is true that in 1947 this transfer 
payment amounted to less than } per cent of the national income, but neverthe- 
less every dollar of government expense saved makes possible just that much 
lower taxes or increased expenditure elsewhere. 

Even if the debt were cut in half over the next 25 years, the interest charges 
on the debt would not have to fall by an equal proportion. The cries of anguish 
of banks, insurance companies, widows, universities, and other coupon clippers 
would probably combine with the concomitant brisk demand of business in- 
vestors to force some upward revision in interest rates. Because of the paradox 
that the government’s credit (as measured by the interest rate that it must pay 
on its loans) improves in depressed times and deteriorates in good, the average 
rate of interest on the public debt might increase from today’s 2 per cent to 
3 or 4 per cent. Thus a halving of the debt could conceivably be fully canceled 
out by a doubling of the interest rate, with no appreciable change in total 
interest charge. However, if technological progress and population growth 
continue to cause our real national product almost to double every generation, 
then even 5 billion dollars of interest charges would fall to less than 2 percent 
of the national income. 

THE PUBLIC DEBT AND ITS LIMITATIONS 

Now that we have surveyed the effects of retiring the public debt, we are in 
a good position to analyze some of its economic disadvantages and advantages. 

In appraising the burdens involved in a public debt, we must carefully avoid 
the unscientific practice of making up our minds in advance that whatever is 
true of one small merchant’s debt is also necessarily true of the government’s 
debt. Prejudging the problem in this way might come perilously close to the 
logical fallacy of composition; and, instead of permitting us to isolate the true- 
all too real! — ^burdens of the public debt, might only confuse the issue. 

External verms Internal Debt. A large external public debt, owed to people 
outside of the United States, would be a real burden and limitation upon the 
American economy. This is because as a nation we would be forced to ship 
valuable goods and services abroad to meet the interest charges on the external 
debt and possibly to amortize some of its principal. If 10 per cent of the national 
income had to go abroad in this way, the burden would be— if not an intoler- 
able one— nevertheless a weighty one. The American people would have to 
work harder and longer, and they would have to do without. 

There are also burdens involved in an internally held public debt like our 
present one, but the burdens of an internal debt are (ptalitatively and quantilatively 
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. ffgf gut from those of m external debt This is the first and most important lesson 
to be grasped, without which nobody can go far m understanding the economics 
of the public debt The interest on an internal debt is paid by Americans to 
Americans, there is no dtiect loss of goods and services When interest on the 
debt IS paid out of taxation, there is no dttea loss of disposable income, Paul 
receives \\hat Peter loses, and sometimes— but only sometimes— Paul and 
Peter are one and the same person 

Bormiimg and Shifting Economic Burdens through Time Still another con- 
fusion between an external and internal debt is involved in the often-met 
statement “When ue borrow rather than tax m order to fight a war, then 
the true economic burden is really being shifted to the future generations who 
will have to pay interest and principal on the debt ” As applied to an external 
debt, this shift of burden through time might be true It is unmistakably false 
in reference to an internal debt Why^ 

To fight a uar now, ue must hurl present-day munitions at the enemy, not 
dollar bills and not future goods and services If e borrow munitions firom 
some neutral country and pledge our children and grandchildren to repay them 
m goods and sen ices, then it may truly be said that external borrowing 
penults a shift of economic burden between present and future generations 
But suppose there is no outside nation to lend us goods Suppose that our 
direct controls have cut ci\ ihan capital formation down to the bone, but still our 
government needs more resources for the war effort Suppose that Congress is 
not willing to vote taxes large enough to permit the government to balance its 
swollen budget or stringent enough to reduce people’s spending to where they 
will release resources for the war effort and stqi bidding up prices The govern- 
ment will dial be running a deficit and will build up a huge debt (It may also 
have to pass price-control and ratiomng laws, but that need not concern us 
here) ^ 

Can it be truthfully said that ‘‘internal borrow mg shifts the war burden to 
future generations while taxmg places it on the present generation”!’ A thou- 
sand times no' The present generation must still give up resources to produce 
the munitions hurled at the enemy In the future, some of our grandchildren 
will be giving up goods and services to odier grandchildren That is the nub 
of the matter The only w ay in which we can impose a direct burden on the 
future nation as a whole is by incurring an external debt or by passing along 
less capital equipment to our posterity 

This explains why the British are a great deal more worried about their 
small external debt than they are over them vastly greater mtemal debt, the 
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former directly impoverishes the British Isles. Fortunately, the United States 
has come out of the most costly war in all history with little impairment of 
capital equipment and external debt. 

“We All O'we It to Ourselves.” If an mtemal debt is simultaneously owed 
and owned by Americans, why do some people think that the wartime creation 
of 250 billion dollars of government bonds makes the public more wealthy and 
more ready to spend? If we draw up a consolidated balance sheet for the nation 
as -a whole, we see that the (internal) debt represents a kind of fictitious 
financial wealth, which cancels out as a liability and asset. 

Even purely financial assets have important effects. Every citizen who owns 
government bonds includes them vdien drawing up his periodic balance sheet, 
along with his other assets. But he is a very rare man indeed if he also includes 
as a present liability the amount of future taxes which he may have to pay to 
finance government interest payments or debt retirement. He does not even 
have a way of estimating his share of these taxes. The result is that the mremal 
debt, which as a liability should exactly cancel out itself as an asset, tends 
instead to be counted by people primarily as an asset. Given a nest egg of bonds 
which they can either sell or cash in, people richer and more secure and 
perhaps, therefore, tend to have a higher propensity to consume out of current 
income. 

Debt Mmagement mid Monetary Policy. The existence of a large outstanding 
public debt may also have an influence on the interest rate and on its use to 
fight the business cycle. Some writers fear that channeling investment funds 
into the purchase of government bonds will raise the rate of interest to private 
borrowers. Alexander Hamilton, the spokesman of the conservative Federalist 
party, had just the opposite opinion. He felt that, rightly managed and in the 
right amounts, a public debt would be “a national blessing” because it would 
provide a secure gilt-edge asset that would give businessmen an income and 
enable them to trade for smaller profits. 

As was shown in Chap. 15 on Central Banking, the Federal reserve authori- 
ties have strong powers to regulate rates of interest on government bonds. 
Therefore, any undue upward or downward pressure of the debt upon interest 
rates can be offset by open-market purchases and sale of government securities. 
But, and this is an ironic paradox, the existence of the vast public debt, while it 
pnbqnppR thdr powcr, at the same time serves to inhibit the exercise of effec- 
tive monetary and interest policy by the Federal Reserve Banks. 

it will be recalled that monetary policy is supposed to act so as to raise 
interest rates and tighten credit conditions when over-all demand threatens to 
be inflationary. But with large amounts of bonds in the hands of banks and the 
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ubiic, the go^ cmmental authorities have a strong incentive tow ard keeping up 
the selling price of government bonds— m order to keep interest charges on the 
debt low and prevent financial embarrassment of financial institutions holding 
gcnemmcnt bonds If government bonds cannot fall in price, then interest 
rates cannot be tightened, people and tanks are always able to convert their 
bonds into the cash they need for consumpaon or investment spending A large 
debt therefore, tends to discourage the use of monetary policy to control the 
business cycle and senes to throw an even larger burden on fiscal policy ^ It is 
true that many modem writers do not think that this is much of an evil, since 
interest rate changes are supposed to have minor influence on consumption and 
investment expenditure, but still it is an evil 
The True Ivdnect Burden of Interest Charges When taxes are used to pay 
interest charges on the public debt, then money goes from one pocket into 
another No direct burden like that of an external debt is involved But it would 
be wrong to jump to the hasty conclusion that no burden of any kind is in- 
volved There is an indirect burden which may be very important 
In the first place, although money merely goes out from one pocket and into 
another, the trousers in question may be w om by different people The present 
national debt is very widely held, so that almost every individual has some 
share, either through outright holdings or through bank deposits and insurance 
poliaes Nevertheless, the statistical evidence suggests that the people who 
receive bond interest arc on the average not m the lower income brackets Thus 
interest on the public debt constitutes a r^essne (Robin Hood in reverse) 
element in our fiscal system “Soaking the poor to pay the rich’ ’ tends to reduce 
purchasing pow er and runs counter to many modern noDons of equity Never- 
theless, It is a necessary evil if past commitmoits Avith respect to the public 
debt are to be scrupulously honored, as they must be 
However, with our present public debt this transfer from one income class to 
another is probably not its single most important indirect burden More im- 
portant, transferwg tax mmey frm Petet to pay band interest to the same Peter 
mil involve a heav) indirect burden on the economy ' This is because taxation 
always has some distorting effects on people’s economic behavior Centunes 
ago houses were taxed on their windows, with the result that people built 
dark houses, even though the government still collected the same revenue by 
simply raising rates on the few remaining wmdows Sunilarly, taxing people’s 

'The effects upon consumption of the large outstanding amount of government bond 
assets may make matters worse Consumption becomes less responsive to disposable income 
and may become more changeable Tiscal policy then has more work to do and has less 
leverage to Jo it 
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income may cause them to work too little, or in many cases too hard, in 
their attempt to maintain the same standard of living. Perhaps of even more 
importance, high corporation or personal income taxes will often have adverse 
effects upon people’s willingness to venture their capital on risky enterprises. 
The result: less technological progress and fewer jobs. 

At this point, the reader may protest that this is all nonsense and that there is 
no net tax burden involved in an internal transfer since it is being assumed that 
we all own bonds in proportion to our share of taxes, and in effect are only 
paying to ourselves. This reasoning is quite mistaken. Taxes on each individml 
matched by exactly equal interest payments to him do not cancel out! 

This is so because what is true of all is not true for each individual. Suppose 
for simplicity that all Americans earn $4,500 a year in wages. Suppose that 
each owns $25,000 in government bonds, which at 2 per cent bring in a yield 
of $500 per year. To pay this interest the government, let us say, adds 10 per 
cent (in addition to existing taxes) on total income of $5,000 ($4,500 + $500) . 
Previously it just paid me to work an extra bit of overtime to earn the last 
dollar of my $5,000. But now the government takes another dime out of that 
dollar. I (and every American like me) may now feel that it doesn’t pay to 
work such long hours. By cutting out, say, one-third of my working hours, my 
income is now only $3,500. The tax has distorted national effortand production. 

The unconvinced reader will say at this pomt: “What if everybody else does 
what you do? Then the extra tax rate will have to be raised from 10 per cent 
to almost 15 per cent if the total of bond interest is to be covered." True 
enough. But this only proves the point. The final situation may end up with 
even a greater distortion of effort and risk taking, and with an even higher tax 
rate. This all happens because, although the nation cannot avoid raising taxes 
equal to the interest payment, each individual knows that he can affect his taxes 
by varying his effort, with his own small interest payments going on anyway, 
regardless of what he or a single small person does. 

The above example is oversimplified and undoubtedly exaggerates the 
harmful effects of internal transfers. Also, different kinds of taxes differ in their 
harmful effects, but in any case with our taxes already so high, any further 
burden due to interest on the public debt is just that much more harmful. 

Moreover, we have neglected the beneficial effects of interest payments to 
banks, universities, widows, and other rentiers. If there were no public debt 
or if interest rates were to fall substantially, then (1) charitable institutions 
•would have to be supported by public and private current contributions more 
than by interest on perpetual endowments, (2) social secunty and annuities 
would have to take the place of rentier interest, and (3) service charges by 
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banks would have to be increasingly relied upon instead of government bond 
interest 

IHE QUANDTATltE PROBLEM OF TOn DEBT 

We may summarize the above section on the economics of a public debt as 
follow s (I) Our internal debt does not m\ olve the direct burden of an external 
debt nor the same possibility of shifting real burdens between generations (2) 
Although we all owe it to ourselves, people tend to treat bonds as a safe liquid 
asset which increases their willingness to consume out of current income The 
huge volume of outstandmg debt hampers an anticyclical interest rate policy 
because the authorities are loath to see bond prices fluctuate (3) An mtemal 
debt involves an important indtred burden whenever new taxes have to be 
raised to meet mterest payments This would be true even if the typical person 
u as taxed by as much as his own interest payments, but it is further aggravated 
by the ftict that interest receivers appear to be somewhat more wealthy than 
average taxpayers 

To assess the importance of the pubhc debt, we must turn to the facts Do 
interest payments on it sw allow up most of die national income^* How does the 
total of all interest payments, public and private, compare with past years and 
with the experience of other countnes!* What about foreseeable future trends!’ 

In Chap 7 (Fig 1, page 151) the histone growth of our national debt 
was pictured* 

To see how the present quarter of a tnlhon dollar debt compares w ith the 
past and some other countries, Table 1 has been draxvn up It show s for selected 
nines and places the size of national debts and their relationship to size of 
national income and interest payments Thus, early in 1947 our nauonal debt 
of 257 billion dollars represented less than 1 years of national income, and 
Its interest payments represented less than 3 per cent of national income Note 
that England, in 1818, 1923, and 1946 had an mtemal debt estimated at more 
than twice national income, and her mterest on the debt as a percentage of 
national mcome far exceeded anythmg diat we need look forward to Yet, the 

‘The approximate ownership of the total of 257 billion dollars of outstanding Federal 
debt early in 1947 was as follows (in billions of dollars) 


Commercial and mutual savings banks $84 

Federal Reserve Banks 24 

Insurance companies 25 

Individuals 64 

Corporations and miscellaneous 2J 

Federal state and local governments 37 


About 51 billion dollars of the total was in the form of femihar United States savings bonds 
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century before World 'Wir I was Ei^land’s greatest century— greatest in 
power and mataial progress. Nevertheless, as the table shows, her national 
debt was not substantially reduced; but with the steady growth of her national 
inconie, Ae debt and its interest charges shrank to almost nothing in relative 
quantitative magnitude. 


TABLE 1. National Debt and Interest Charges Relative to National Inconie 


Year 

(1) 

National 

debt 

(2) 

Interest 
charges on 
national 
debt 

(3) 

National 

income 

(4) 

Size of 
debt in years 
of national 
income 

(5) = 

(2) 4- (4) 

Interest 
charges as a 
per cent of 
national 
income 

(6) ^ 100 = 
(3) -5- (4) 

United States: 
1947* 

(Billions) 

$257 

(Billions 

$s 

(Billions) 

$200 

1.3 

2.5 

1939 

34.9 

0.97 

68.5 

0.5 

1.4 

1932 

18.2 

0.64 

46.7 

0.4 

1.4 

1929 

15,1 

0.67 

79,5 

0,2 

0.8 

1920 

23.5 

1.06 

68,4 

0.3 

1.5 

1916 

1.2 

0.02 

38.7 

0.0+ 

0.0+ 

1868 

2.6 

0.13 

6.8 

0.4 

2.0 

Britain: 

1946* 

(Millions) 

£24,500 

(Millions) 

£500 

(Millions) 

£8,000 

3.1 

6.2+ 

1923 

7,700 

271 

3,800 

2.0+ 

7.1 

1913 

656 

17 

2,300 

0.3 

0.7 • 

1818 

840 

31 

400 

2.1 

7.7 


Source: “Economic Almanac,” Department of Commerce, U.S. Treasury; “Colwyn 
Report,” Statistical Abstract of United Kingdom. Data rounded off. 

* Estimated. 


In view of these statistics and careful qualitative analysis, it is perhaps fair 
CO conclude that the national debt does not yet constitute a problem of the first 
magnitude in comparison with the problem of the peace, the atomic bomb, or 
unemployment. Whether productivity will continue to rise in the future, 
whether labor and management can learn to bargain collectively without 
strikes and inflation — all these are more important than the debt itself. 
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\ct there is 1 tremendous amount of emotion imoKcd m people s attitudes 
toward the debt and this s\ e must not dismiss lightly Like se\ or religion the 
public debt IS 1 subject that it docs little good to irguc about and > et nobody 
can help doing so Man) people used to predict the end of the world when the 
debt reached one hundredth one tenth and raic fifth of its present level each 
jear when the dire disaster had not appeared thc> renewed their predictions 
for the follow mg) cars 

In dispassionatcl) anal) ring the growth of the debt one error we must 
aioid df must not forgft tint tlir ml mtional product of the United States ts an 
f er grou.i»g thing 

Population increase has slowed down some but for a long time our numbers 
will continue to grow As to products it) there is absolutcl) no indication that 
man hour cflicicnc) and new techniques ha\c begun to slacken off Upon this 
stacnationists and cxhilararionists both agree \\ hat seemed hi e a big debt in 
1 90 w ould lie nothine toda) M hat our children w ill come to regard as a big 
debt our ercat grandcliildrcn ma) consider rclatis cl) unimpormt 

Tins c\p!ains wlu Ijutland and France in the cruciall) formatisc years of 
the capitalistic ss stem and industrial resolution were able to go on— not only 
decade after decade but almost centur) after century with their budgets m 
balance less than half the time Tins same factor of grow th explains w h) in the 
United States where real national production doubles etcr) generation or so 
the public debt might inacase b) 250 billion dollars m 25 years without its 
relatnc percentage burden growing 

This would gi\c the wildest behexer in goxemment spending an axcrage 
deficit of some 10 billion dollars per x car before he xxould haxc to turn to such 
cicn more unorthodox financial expedients as printing money or selling 
interest free bonds to the Federal Reserxe Banl s iMorcoxcr before turning to 
such expedients he would still haxc open to him the now familiar process of 
forcing down interest rates on goxemment bonds by a conxcntional easy 
money banl ing policy 

In short there is no technical financial reason why a nation fanatically 
addicted to deficit spending should not pursue such a policy for the rest of our 
lues and exen beyond Tlic real question is only whether such a policy will 
impinge on an economy that is inflationary or deflationary So long as prix ate 
and goxemment spending arc only enough to offset sax mg that is one thing 
If a nation or Congress is misguided enough to continue heax y spending and 
light taxing after total consumption and prixatc inxcstmcnt haxc become too 
large then inflation xxill be the outcome 
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USEFUL VERSUS WASTEFUL FISCAL POLICY 

Those who believe in an active fiscal policy set up a perfectionist goal: 
the maintenance of total effective demand at a level high enough to prevent the 
wastes of mass unemployment, and low enough so as not to lead to a level of 
inflationary total spending in excess of total producible goods. 

Or, to put the matter in technical terms, diey argue that fiscal policy should 
shape taxes and expenditure, quantitatively and qualitatively, so that the 
economy’s Saving and Investment schedules will intersect neither to the right 
nor to the left of the region of high (or full) employment. Many equally 
competent economists insist that there are other goals of equal or greater 
importance. 

It cannot he repeated too often that building pyramids or digging holes and 
filling them up is indefensible. True, in comparison with a policy of doing 
nothing about a deep depression, such boondoggling might seem in some ways 
preferable, because of the favorable respending eflfects of those who receive 
government expenditures. But such a policy is surely only the lesser of two 
evils. Properly planned useful public works have just as favorable secondary 
effects, and in addition they fill important human needs. 

Nor is it necessary or always desirable to fight a depression widi useful 
public works. If the American people feel that private consumption should 
have a higher social priority, tax reduction or transfer expenditure should be 
relied upon. The extra income available from the conquest of unemployment 
will then be going for privately produced and purchased goods. 

Which of the alternatives of government expenditure or tax reduction should 
be followed if private investment and consumption are lacking.? The answer 
should not be given simply in terms of financial ordiodoxy: the size of the 
deficit ' It should be given in terms of \vhat die American people consider to be 
the pressing postwar social priorities. If 10 biUion dollars of resources were to 
be released from investment purposes, die American people would wish to use 
part of this for extra food, extra clothes, extra leisure, etc. This suggests tax 

reduction (or increase in transfer expenditure). 

But the American people may also want to spend part of their newly avail- 
able income on education, onpublichealth, on urban redevelopment projects, on 
roads, etc. This suggests some use of government expenditure m depress 

" m one way that the American people should not want to spend their 

• The reader is referred to the Appendix to this chapter, which analyaea in quantitative 
terms four different paths to full employment. 
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income is upon involuntary unemployment There should never be any need to 
indulge m Masteful or inefficient government eiqienditure, the government 
should always get something useful for the resources it uses up If collecnve 
consumption projects have a lower soaal pnonty than private consumption, 
then the proper fiscal policy is one of tax reduction and transfer expenditure 

A rUNDAMENTAL DIFFICULT! WITH TULL EMPLOYMENT 

One last and important set of quahficaomis must be made before completing 
the discussion of fiscal policy and, indeed, of the whole problem of national 
income determination In a rough way, we know what is meant by fall or high 
employment, but only in a rough way 

Of course, fall employment doesn’t mean that every man, woman, and 
child should he out at work every hour of a 24-honr day It doesn’t mean that I 
can hold out for a job as pitcher with the New York Yankees, or as a $100-a- 
day carpenter But it does mean that reasonably efficient workers, willing to 
work at the currently prevaihng (“fair”) wage rates, need not find themselves 
unemployable as a result of too httle general demand Women who want to do 
so can w ork m the home, youths can go to school if they prefer to, and the aged 
or unwell can retire from the labor force, but none of these are to be forced to 
do so because of job shortages 

The real difficulty with fall employment lies not in its rough definition but 
m the fact that VMgrs and prices may begm to soar while there ts still considerable 
unemployment and excess capacity An increase in private investment spending or 
in government spending may be prevented from effectuatmg fall employment, 
Its favorable dollar effects being wasted by a paper rise in prices 

If businessmen and trade-umons react perversely to an increased demand, 
fiscal policy cannot be relied upon to adueve and maintain fall employment 
Some pessimists have argued that there is nothing to do but hope for a large 
enough “army of the unemployed ’ to keep laborers from making unreasonable 
wage demands, thus, a reserve army of 10 imlhon jobless hanging around fac- 
tory gates might keep wages from rising and labor from becoming obstreperous 
Snll others might see no escape from the dilemma other than to have some 
degree of inflation most of the time 

Still other writers would then advocate the use of direct price and w age con- 
trols to keep prices from spiraling upward at high employment levels In the 
present writer’s personal opimon, efficient peacetime over-all price controls 
would involve a degree of planning incmnpatible with past, and perhaps 
present, philosophical beliefs of the great majority of the American people 
For, as we shall see in Part Three, the problem of setting appropriate social 
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prices is a tremendously complex one — so complex that the whole nature of 
our economic system would have to be different, once we had decided not to 
rely upon market forces. 

It is hardly too much to say that rfiis price-wage question is the biggest 
unsolved economic problem of our time: Cm business, labor, and agriculture 
leant to act in such a way as to avoid inflation whenever private or public spending 
brings us anywhere near to full employment? A wage and price policy for full 
employment— that is America’s greatest problem and challenge. 

THE EMPLOYMENT ACT OF 1946 

Obviously no one has a crystal ball to read the future, particularly the dis- 
tant future. The case for and against secular stagnation cannot be definitively 
assessed. But fortunately — and diis requires great emphasis — ^it is not necessary 
for Congress or the experts to be able to see a decade or more into the future in 
order to pursue correct economic policies currently. 

In the momentous Employment Act of 1946, bodi political parties in Con- 
gress aflfirmed the responsibility of die government, and of private enterprise, 
to fight mass unemployment and inflation. This law provided for a Council of 
Economic Advisers which each year is to keep Congress and the President 
informed as to the state of “employment, production, and purchasing power”; 
also a Joint Congressional Committee is set up whose duty it is to study and 
evaluate the recommendations contained in the President’s Annual Economic 
Report. 

By itself, fiscal policy is not enough to create a healdiy state of stable high 
employment with rising productivity and efiScient use of economic resources in 
production. In fact, the eight chapters of Part Three are concerned with the 
proper relations of prices and different branches of production in a world where 
the problem of over-all effective demand is nonexistent. If ever the curse of 
general inflation or deflation has been banished, there will rise to the top of 
our national policy agenda — and properly so — the true and abiding universal 
economic problems which every economic society has had to fece since the 
Garden of Eden. 
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SUMMARY 

A SHORT RUN AND LONG-RUN FISCAL POUCY 

1 Fiscal policies with respect to government spending and taxing fell into 
two categories the less controversial problem of coimtercyclical compensatory 
spending aimed simply at ironing out the worst swings of the business cycle 
but not at altering the average level of spending over the whole cycle, and 
long run fiscal policy aimed at raising or lowering the average level of income 
so as to maintain high employment without inflation 

2 Four aspects of a countercyclical pohcy involve (a) careful planrung of 
public-uorks projects, (b) proper tinung of welfare and other government 
spending, (c) quasi-automatic changes m tax collections brought about by 
income changes even with no alterations in tax rates, (d) quantitative (and 
qualitative) changes in tax rates so as to increase tax receipts in prosperity 
and deaease them in bad times 

The reader should be acquainted with the difficulties of countercyclical 
finanre, and appreciate the difference between it and the special theory of 
pump priming 

3 We go beyond the realm of countercyclical finance when we argue for a 
long run policy of tax surplus and debt retirement if there should turn out to be 
a postwar era of excessive total demand, te, an era of secular exhilaration 

4 If, instead of there being too much demand, there should turn out to be 
unemployment and too little "offsets to saving,” the same reasoning would 
advocate a long-run increase in the average level of government spending, or 
decrease in tax collections It would not insist upon the budget’s necessarily 
being balanced over the cycle, arguing that the public debt will grow with the 
growth of the whole economy 

B DEBT AND POSTWAR POLICX 

5 The reader should understand the economic effects of debt reduction and 
also the economics of an internal debt (a) the difference between the direct 
burden of an external and internal debt, and the ability of a country to shift 
burdens through time in the two cases, (b) the effect of the public debt on 
people’s financial wealth and consumption habits, (c) the difficulties created 
by the debt for a countercyclical interest rate policy because of the desire of 
government authorities to stabilize bond prices, (d) the important indirect 
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burden of collecting taxes to pay interest on a debt, c\-en if we all owe it to 
ourselves. 

It is important, also, to know roughly what the size of the postwar Federal 
debt is in relation to national income and interest charges, in order to assess die 
present, both in terms of the past and in terms of the future. The growth of die 
debt must be appraised in terms of die growth of the economy as a whole. 

6. A full (or high) employment program has as its goal a level of total 
spending which is neither too litde nor too great — so that die Saving and 
Investment schedules intersect in the r^on of full employment. The Employ- 
ment Act of X946 represents an important innovadon in our nadonal govern- 
ment, affirming responsibility of the government for employment opportunities 
and setting up executive and congressional machinery for policy action. 

7. Our economy is still confronted with the dilemma that any approach to 
full employment — ^whether brought about publicly or privately — may be fol- 
lowed by wage increases and price rises even before unemployment disappears 
or idle capacity comes into use. A wage-price policy for full employment 
provides a fundamental challenge to our mixed system of private enterprise and 
public responsibility. 


dUESTIONS FOR DISCUSSION 


1. “No nation can avoid having a fiscal policy. With the government such an 
imjxjitant part of the present-day economy, it is almost impossible even to define a 
‘neutral fiscal policy.’ It is even harder to give rational reasons for preferring such a 
policy to an active fiscal program aimed at preventing inflation and deflation.” Subject 
diis statement to critical exatmnation. possibly- bringing in some noneconomic 
considerations. 

2. Draw up a list of new college bmldii^s and projects diat might be made part 
of a planned countercyclical program. YMiat would some of the difficulties and ffis- 
advantages be in carrying this out? 

3. I^hat phase of the business cycle are you now in? What taxation policies would 
seem appropriate? what expenditure policies? 

4. Qualitatively, how would you vary die relative importance of different kinds of 
taxes (sndi as income tax rates and exemptions, sales tax rates, or property taxes) so 
as to (ximpensate for unemployment or inflation? 

5. From the early 1870’s to die middle 1890 s, depressions were deqj and pro- 
longed, booms were short-lwcd and relatively anemic, the price level v,-as decUning. 
\^hat long-run fiscal policy do you think should have been followed in that quarter of a 
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cenrao’ Wiuld >our answer be the same for die following 20 years leading up to 
Wferld I. a period of rising prices and comparative prosperity’ 

6 Show step by step how the u vtimc growth of the public debt caused bank 
deposits and the public’s liquid wealth to expand Show how contraction of the debt 
^^ould evacdj reicrsc this process 

7 Comment on die following quotation from the English historian of the last 
centuT), Lord Macaulaj 

“At eiery stage in the growth of that debt the nation has set up the same cry of 
anguish and despair At cicry stage in the growth of that debt it has been seriously 
asserted b) wise men that bankruptej and rum were at hand Yet still the debt went 
on growing, and sail bankruptcy and min were as remote as eier 

‘The prophets of eiil were under a double delusion They erroneously imagined 
that there was an exact analogy between the case of an individual who is in debt to 
another mdiiidual and the case of a society which is in debt to a part of itself 
They made no allowance for the effect produced bj the incessant progress of everj 
experimental science, and bj the incessant efforts of eicry man to get on in life 
Thej saw that the debt grew , and the) forgot that other things grew as well as the 
debt 

8 Professor K F Lcmcr has set down the following (abbrciiatcd) principles of 

Funcnonal Finance ” Critiazc 

‘ There are effectii e instmmcnts in the hands of the got emment for maintaining full 
employment and preventing inflation, but their use is hindered b> strong prejudices 
The instruments arc not available unal it is recognized that the size of the nauonal 
debt IS rclaaicl) unimportant, that the interest on the debt is not a burden on the 
nation and that the nation cannot be made “bankmpt ’ b) internally held debt Every 
debt has a corresponding credit Only external debt is hi c indiv idual debt and impover 
ishes the nation The purpose of taxation is never to raise money but to leave less in 
the hands of the taxpayer There is no room for the prmctple of balanang the 
budget " 

9 "Say what you will, graft keeps money in circuhtion and gets things done ’’ 
What do >ou say’ 

10 The Council of Economic Advisers to the President, in its first report under the 
Emplojment Act of 1946, questions that “we can alvvajs create full employment by 
pumping enough purchasing power into the system," and the doctrine that we have 
only to “turn the faucet off and cause a contracnon " According to the Council Report, 

we cannot assume that deficiency of donand in one particular area or of one 
pamcular character can be made up just by adding purchasing power in general, for 
instance through tax relief If labor is pricing itself out of jobs or manufacturers 

and fanners are pricing themselves out of a market, or capital is pricing itself out of 
investment, the basic remedy is the correcaon of these specific situations, not the 
injection of some aggregate purchasing power in a dose measured in size to offset an 
esnmated future total of unemployment " 

With how much of this would you agree’ Why? 
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APPENDIX TO chapter 18 
FOUR QUANTITATIVE PATHS TO FULL 
EMPLOYMENT 

Concrete numbers often help to illustrate an abstract argument. In this sec- 
tion, four hypothetical quantitative paths to full employment are presented. 
They are by no means the only ones; but being oversimplified, pure cases, each 
exemplifies a different portion of the problem. 

The first route is the private-enterprise maintenance of high employment: 
through good luck or policies, it turns out that private consumption and private 
net investment are just large enough to lead to full employment. This is by ail 
odds the simplest and, to most of us, the best way to have fiill emplo 5 unent. 

But what if private investment is too small? What are other approaches to 
full employment? The other three padis are designed to illustrate how a given 
deficiency of private investment may be countered: by an increase in govern- 
ment spending on goods and services alone, by a reduction in net taxes alope, 
or by a balanced increase in both spending and taxes. 

In each of these last three cases, private net investment has been arbitrarily 
written down by 10 billion dollars, purely for quantitative illustration; this is 
not intended as a realistic prediction, since there is reason to be more optimistic 
in the immediate postwar years and since the different fiscal policies might 
have different effects upon private mvestment. 

Let us turn to Table 2. It has eight lines altogether. Line 1 in every case 
represents a full-employment net natiamd product of 200 billion dollars (at 
1947 market prices). Lines 5, 6, and 7 give the breakdown of this NNP into 
the three components of consumption, private net capital formation or invest- 
ment, and government expenditure on goods and services (includmg state and 
local). 

This last government expenditure item definitely excludes all government 
transfer payments such as relief, veterans’ bonuses, and bond interest. These 
transfer payments which give people money rather than taking it away from 
them are just like negative taxes. Therefore, all transfer payments have been 
subtracted from all tax collections to arrive at what is called “net” taxes or 
withdrawals and are shown in line 3. This means that, in Model I when 
government expenditure on goods and services is just balanced by “net” taxes 
or withdrawals at a level of 30 billion dollars, this really corresponds to a 
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combmed Federal state and local governmental budget of that much plus 
more than a dozen billion dollars of transfer payments as well 


table 2 rmtr Paths to Full Employment {ht billms of 1H7 dollars) 


Line and item 

Model I 
private 

investment 

boom 

Model II 
deficit 
spending 

Model III 
tax reduc 
tion deficit 

Model IV 
balanced 
budget 

I Net natonal product (at 1947 
market prices) 

S200 

$200 

$200 

$200 

2 Less net corporate saving 

-6 

-6 

-6 

-6 

3 Less net taxes (total state 
local and Federal taxes and 
soc al insurance contributions 
minus all govt transfer c\ 
penditurc) 

-30 

-30 

-17M 

-80 

4 Dsposablc income (line 1 — 
line 2 - 1 nc 3) 

164 

164 

176^ 

114 

5 Consumpnon expenditure (x aries 
80 cents for every SI xaria 
t on m d sposablc income) 

S148 

$14S 

$158 

$108 

6 Frnatc net capital formation 
(arb traril) taken as constant) 

22 

12 

12 

12 

7 Goxemment expenditure on 
goods and sen ices (excludes 
transfers such as relief and 
interest) 

30 

40 

30 

80 

8 Goieramcnt deficit (line 7 — 
line 3) 

S 0 

$ 10 

$ 12M 

$ 0 


Lines 6 7 and 3 appear in bold faced type because im estment is assumed 
to be an arbitrary number in each model and because government spending and 
taxing are assumed arbitrarily as tht definition of each model 
How do w e arrive at consumption^' Here \a e must first know what people s 
disposable income will be and then their propensity to consume out of dis 
posable income To get disposable income in line 4 we must always subtract 
from NNP in line 1 the net corporate saving (line 2) and the net taxes or 
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withdrawals (line 3). Throughout, net corporate saving (or plowed-back 
undistributed profits) has been made to depend on NNP and to be equal to 
6 billion dollars. 

Now that we have disposable income, what about the propensity to con- 
sume? A feirly optimistic assumption is made that at 164 billion dollars of 
disposable income, there will be as much as 148 billion dollars of consumption; 
and that for every dollar variation of disposable income there will be fi of a 
dollar “marginal propensity” for consumption to change. Our assumptions are 
now complete. 

Model I : Private Enterprise, Full Employment. In the first path, government 
expenditure (line 7) and “net” taxes (line 3) are both 30 billion dollars. 
Disposable income (line 4) is therefore (6 + 30) billion dollars less than the 
200 billion dollars of NNP, or 164 billion dollars. According to the propensity 
to consume, consumption (line 5) is 148 billion dollars. Therefore, private 
net capital formation to maintain fiill employment (line 6) must necessarily be 
22 billion dollars (200 — 148 — 30). By definition, there is a zero deficit, as 
can be seen by comparing lines 7 and 3. 

If net investment were to fall below 22 billion dollars, say, to fall by as much 
as 10 billion dollars, then what would happen? If no legislative action were 
taken, NNP would, of course, fall and, because of the multiplier, by a good 
deal more than 10 billion dollars.^ The next three models are designed to show 
what can be done to prevent this from happening. 

Model II : Deficit-spending Path to Full Employment. In this model, taxes do 
not change. Government expenditure on goods and services simply goes up by 
10 billion dollars to counter the 10-billion-dollar drop in private investment. 
Except for lines 6 and 7, the second column of figures is just like the first. 
But now, of course, there is a 10-billion-dollar deficit. 

Model III: Tax-reduction Path to Full Employment. Here, taxes are cut (or 
transfer expenditure increased) until people’s disposable income has grown 
enough to induce them to increase their consumption by as much as the 10- 
billion-dollar decline in investment. The government’s use of resources 
remains at the 30-billion-dollar level of Model I. But to get people to consume 
an extra 80 cents, we must change their disposable income by $1; to get them 
to consume an extra 10 billion dollars, net taxes must be cut by 12}4 billion 
dollars, or in line 3 from 30 down to 17 billion dollars. This means a 12)^- 

‘ The reader may test his proficiency by filling in a fifth column showing the result of a 
do-nothing policy. (Hint: Assume that net ctffporate savings go down 10 cents for every 
S1 drop in NNP, while “net" taxes go down by 25 cents. Show that the final drop in NNP 
is ^0^8 duies the 10-billion-doIIar drop in investment.) 
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billion dollar deficit (line 8) Note that Model III has a bigger deficit than 
Model 11) that tax reduction or transfer expenditure tends to be weaker 
, ^n]lar for dollar— other things being equal— than extra expenditure on goods 
and services * 

Model IV Balanced-budget path to Ml Employ77tent Because of the slight 
extra “leverage” of spending over taxing, w e can theoretically increase them 
both together and finally make up for the drop m private investment But the 
government’s expenditure on resources must now go up by SO billion dollars 
to compensate for the 10 billion dollars of net investment' This tremendous 
expansion of the collective sector of the eamomy is necessary because insisting 
upon a balanced budget means that taxes must vastly increase and that private 
consumption must greatly contract, with government spending having to make 
up for both the investment and the consumption contractions in the pnvate 
sector 

This financially orthodox approach is actually most radical from the stand- 
point of free and individualistic pnvate enterprise The tax-reduction model, 
Model III, which is philosophically most consistent w ith rugged individualism, 
IS financially most heretical That is why some conservam es are now becoming 
of the opinion that there are w orse thirds than deficits— e g , high taxes And 
that IS why, when investment is for any reason stagnant, only a socialist can 
afford to be financially orthodox and preach the thrift doctrine of “Poor 
Richard’s Almanac ” 

'There is another way of seeing this For example suppose that $1 of expenditure has, 
counnng in all secondary multiplier effects, all effect on income then a $ I change in taxes 
IS likely— other things being equal— to have less than ?3 effect all together probably only 
about a $2 total effect This means that if we expand both expenditure and taxes by $1 with 
no deficit at all, there will sail be a |1 increase in total nanonal income The increase of $1 
in expendimre gives nse to 3 = 1 + % + (%)* + The increase m taxes gives 
nse to a reduction of - 2 = 0 - % - (2^) * — The combined effect is 3 — 2 = 1 , 

the difference being due to the fiict that the effect of taxes docs not enter into national income 
on the first round but affects employment and production only on the successive rounds of 
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Chapter 19 ; determination of 

PRICE BY SUPPLY AND DEMAND 


IN PART One, there w as presented a telescopic picture of the manner in which 
the price mechanism operates, to make supply equal to demand and price to 
costs We must now bring a microscope to bear upon a single market to see 
just how supply and demand really work In the first half of this chapter, the 
equilibrium of supply and demand is worked out in detail, in the second half, 
larious applications are considered 


A DETERMINATION OF MARKET PRICE 


THE DEMAND SCHEDULE AND THE DEMAND CURVE 

Let US begin with demand Everyone has observed that die higher the price 
charged for an article, the few er w ill be sold, and the lower its price, the more 
units people will buy Thus there exists at any one time a definite relation be 
nieen the price of i good such as wheat and the amount demanded of that 
good The following hypothetical table relating price and quantity demanded is 
an example of what economists call a “demand schedule ’ The student should 
be able to fill m the blanks of Col (3) 

Let us picture this demand schedule on a digram, as in Fig 1 On the verti 
cal axis is a scale representing prices, on the horizontal axis, one representing 
quantity of wheat 

Just as a city comer is located as soon as you know its street and avenue, 
so IS a ship s position located as soon as you know its latitude and longitude 
Similarly, to plot i point on this diagram, we must have two coordinate 
447 



448 SUPPLY AND DEMAND 

TABLE 1. Devmd Schedule Showing Relationship between Price and 
Qtmthy of Wheat Sold 

Price of wheat p( 

( 1 ) 

A. SI .40 
D. 1.20 

C. 1.00 

D. 0.80 

E. 0.60 

F. 0.40 

G. 0.20 

numbers, a price and a quantity. For our first point, A, corresponding to $1.40 
and 52 million bushels, wc move upward 7 20-ccnt units and then over to the 
right 52 units. A cro.s.s marks the spot, A. To get the next cross, at S, we go 
DEMAND CURVE FOR WHEAT up only 6 20-ccnt units and over to the 

right 56 units. The last cross is 
shown by G. Tlitough the crosses 
wc draw a smooth curve. 

This picturization of the demand 
schedule is called the “demand 
curve.” Because quantity and price 
arc inversely related, the cun'c 
slopes downward, going from north- 
west down to southeast. This may 
presently be given a fancy name: 
the law of dimimslmg msinnptm. 
Quantity (millions bo. per month) as price rises. Tills law is true of 
I Id. 1 . Tliis shows how much wheat would almost all commodities : wheat, elec- 
hc bought at each and cvcty possiblcpricc. j-j^ors, cotton. Ethyl gasoline, 

and corn flakes. If the price is cut, more will be demanded. To say the same 
thing in another way, if more is thrown on the market, it can be sold only at a 
lower price. 

A number of obvious reasons can be given for the prevalence of the law of 
diminishing consumption: (1) At lower prices the consumer s dollar goes 
farther. He can afford to buy more. (2) At lower prices, he will -want to buy 
more. Cheap wheat means that people will ivant to get their calories by 



Quantity demanded, Value of sales, 

million bu. per mo. price X quantity 

(2) (3) = (1) X (2) 

52 

56 

60 

65 

72 

80 

89 
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substituting brtnd for potatoes, and white bread for rye bread (3) Secondary 
uses of wheat such ns for grain alcohol in producing synthetic rubber will be 
possible only at sufficiently low prices Each reduction in price will tend to 
bring in some new buyers and some new uses by old buyers, until finally the 
price IS zero and wheat is used with the lavishness of a free good 

ir r AND INTLASTIG JmtANDS 

Different goods nary m the degree to which dieir use expands with a reduc 
tion in price In fact w heat w as not a a ery good example to illustrate our law 
of diminishing consumption, because its consumption is rather “inelastic The 
demand for automobiles, at least in the good old days of the Model T Ford, 
w ould haa e been a better example because it represents an “elastic demand A 
large increase m automobile sales resulted from small cuts m their price This is 
illustrated by Table 2 


TABLE 2 Demand Schedule for Autmnobiks 



chart bj a careful juxtaposition of scales (Tig 2) Immediately we see their 
difference Tlie automobile cun c is much flatter On it, tlie quantity demanded 
IS a ery elastic aa ith respect to price changes Contrariw isc, the a\ heat cura e is 
steep because its demand is rather inelastic even when price changes a great 
deal The quantitauve degree to avhich it satisfies the law of diminishing 
consumption is much smaller 

Now how shall we classify different commodities as having (1) elastic 
demand, (2) inelastic demand, or (3) so-called “unitary elasticity of demand ^ 
We shall define a coefficient of elasticity of demand that will have a \alue 
greater than 1, as, for example, 3 5, when demand is elastic and the demand 
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curve IS rather flat. When quantity reacts little to a change in price so that 
demand is inelastic, then the elasticity coefficient will be less than 1, say, 0.66. 
The borderline case in between will have a coefficient of exactly 1 and is said 
to represent unitary elasticity. 

To show the important differences characteristic of these three cases, we 
must turn to Col. (3) of Tables 1 and 2 which were left blank. The value of 
goods sold, or total dollar revenue, equals the quantity demanded times the 
price per unit. (For example, 3,000 autos at $600 gives us a total revenue of 
$1,800,000.) If the student fills in these blank spaces, he will noticean interest- 


COMPARISON OF DEMANDS 
FOR WHEAT AND AUTOMOBILES 
P 



FIG. 2. This shows how the response of 
auto sales to price changes is more “clasdc" 
rhan is the response of wheat sales, which is 
relatively “inelastic." 


ing difference between the case of 
wheat and that of autos. "WTien the 
price of autos is lowered, total rev- 
enue ivereases, at least up to point E. 
When the price of wheat is lowered, 
total revenue decreases. The quantity 
of wheat bought goes up when the' 
price falls, but not up by so great a 
percentage as price falls off. 

Consequently, total revenue, the 
product of price and quantity, falls 
off. say, therefore, that wheat 
has an inelastic demand. 

On the other hand, a 1 per cent 
reduaion in the price of autos results 
in more than a 1 per cent increase in 
sales. Consequently total revenue 
rises when price is slashed. We say, 


therefore, that autos have an elastic demand. 

The borderline case of unitarj^ demand means that a 1 per cent reducuon in 
price causes sales to go up by about I per cent so that total revenue remains the 
same; similarly a doubling of price will cause a halving of output. 

In Table 3 tlie demand for movies is taken to be of unitary elasticity. Ihe 
student should be able to fill in all the blanks on the basis of ffie definition 
given; and also to draw a graph of the resulting demand curve. (This drawing 
may be superimposed upon the two curves in Fig. 2.) 

If one wishes only to know simply whether demand is elasoc, inelasuc. o 
unitary, a simple test can be applied. Calculate the mtio: total “ « lowe 
price total rm^enue at higher price. If this ratio is greater than 1, d^d i 
elastic; if it is less than I, demand is inelasnc; if it is exactly equal , 
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ha\e the borderline case of uninry elasticity of demand The student should 
lenf^ that uheat is inelastic, autos clastic, and moties unitarj If, in addition 
to knowing whether demand is clasnc or inelastic, we wish a more exact 
numerical coefheicnt, we must use the following relationship 

Elasticity of demand = percentage increase m quantity 

— percentage reduction in pnee 

This shows us that percennee changes rather than absolute changes are 
important m reckoning chstiat) Thus it was an oi ersimplification to haic 


TABLn 3 Dmmd Cune for Movie Seats, as an lllustratm of Umtar) 
DasUcity of Devmd 


Pnee per ocket 

(0 

Quantit) demanded per week 
total rexenue — price 

(2) = (a) - (1) 

Total rexenne or 
xalucof sales 

(3) 

SI 40 

iOS't- 

S4J2 

B 1 20 


432 

C 1 00 

4>2 

432 

D 0 80 


432 

L 060 

720 

432 

F 040 


432 

G 0 20 


432 


talked earlier about flatness and steepness Dasticit) and slope should net er be 
confused The) aredilfcrcnt Actunll}, a straight line, which mcmi here has 
the same steepness, is elastic when it 1 $ near the price axis, unitara clastic at 
the halfwa> point, and inelastic near the quantit) axis, also the demand for 
moaic tickets, which c\cr)'a\hcrc had the same uninrv clasticit), had a steep 
slope at high prices and a flat slope at large quantities Since clasticit) depends 
mpcTcmtige changes, it really depends upon the steepness of the demand cunc 
rclam e to the ratio P/Q^ > 

> How do w c miasurc tht numcncal \ ilut of dasticit) wactl) » TIil procedure is rather 
imple. \\c al«a>s compare two different prici><)uamit) situations The first situation has 
e upper price, P„ and lower quantity Qi The second situation has the lower price Pi 
and quantit) Q. For example suppose that wc wish to measure the dasucit) of 
d^d for wheat bttsscen the points C and f Then P. and Q, arc gn cn b) SO 60 and 72 
wfulc Pt and e. arc gn cn by $0 40 and 80 Then wc alwa)s define the clasticits of demand 
to be percentage increase m Q - percentage rcdncuon m P 

Now the nbsolute increase in quantity is gnen by the upper quantity minus the lower 
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So much for the arithmetic of the problem. The important thing is not to 
memorize formulas but to understand the common-sense meaning of elasticity, 
its causes and its effects. A few illustrations may help. 

If a monopolist gets control of a very necessary commodity much desired in ' 
some circumstances, like penicillin, he can take advantage of its inelastidty of 
demand and make great profits by jacking up his price. On the other hand, in a 
highly competitive trade, where patents and consumers’ good will are not 
important, demand for any one firm’s output will be very elastic. Why.!* 
Because at the slightest raising of price, buyers will go elsewhere and substi- 
tute the output of other firms. Thus one small wheat farmer has such a negligi- 
ble effect upon the price at the Chicago Board of Trade, that the for his 

wheat is infinitely elastic. He can sell 100, 200, 300, or 1,000 bushels of wheat 
without affecting the price. But at the very slightest increase in price over that 
of the market, he loses all his sales. His demand curve is therefore very flat as 
in Fig. 3. 

In the first chapter we learned that it is a fallacy to think that what is true 
for each is also true for all together. Here we have an instance as applied to 
farmers. Although the demand for each competitive farmer’s wheat is very 
elastic, we already know that the demand for all wheat is very inelastic. 


quantity, Qu — Qt, or by 80 — 72 = 8. The percentage increase in quantity may be meas- 
ured by the absolute increase expressed as a fraction of the upper quantity, by or by 

( 0 . - Q>) . 

Qu ' 


-. The percentage reduction in price is similarly given by the absolute reduction 


divided by the upper price; by 


(0.60 - 0.40) 
0.60 


0.20 ^ (Pu-Pt) 

0.60’ Pu ■ 


Then according to our formula; 

Elasticity of demand 


g. -gi Pu-P, 
Qu Pu 


_8_ 

80 


0.20 

0.60 


= 0.3 


This is less than 1, as it should be for wheat. The student can work out the exact numerical 
value of the elasticity of demand for autos and for movies between the points D and E or 
between any other two points. 

Although we say that wheat has an inelastic demand, actually at high enough prices 
nothing would be bought and total revenue would become zero. Thus above some price 
level, even wheat would have an elastic demand. Likewise, when automobile prices were 
reduced to zero, total revenue would fall off and become zero. Thus, at a low enough price 
even autos would have an inelastic demand; f.g., at all prices lower than that of £ in Table 2. 

This is the usual rule: At very high prices, all commodities have elastic demands; at 
low prices, inelastic demands. We call a commodity elastic if at its customary range of 
prices its demand is elastic. Likewise for the definition of inelastic demand. 
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The difference results from the great disparity of die horizontal scale of Fig ^ 
aboie and Fig 1 for "Ireat Farmer Brown s piddling few carloads will not 
moie us 1/1,000 inch along the industry s demand cun e Price on the diagram 
Fig 1, will be imperceptibly changed No wonder that Brown thinks his 
demand is elastic if all the millions of Browns, Smiths, and 0 Malleys 
bring a few carloads to market’ Then we mote a substantial distance along 
the whole industry's inelastic wheat demand cone 

feet when all farmers are lucky enough to hate a large crop their total 


retenue actually goes down Does 
this mean that farmers pra) for 
drought and bugs’ Not necessarily 
The more calculating ones pra) for 
bugs on cverjone else’s field, but 
none on their own But since diat 
cannot be etpcctcd to happen often, 
the nett best thing is for etcryonc 
to hate bugs 

Now we begin to understand ttto 
things (1) wh> farmers wish to 
restrict crop production to raise their 
incomes and (2) why they cannot 
rely on each indn idual farmer to do 
his part in restricting, unless gov 
ernment force or briber) is cm- 


INFINITELY ELASTIC DEAAAND CURVE 
FOR OUTPUT OF A SINGLE 
■PERFEQ’ COMPETITOR 



0 100 200 300 

Quantity (bu per month) 


plo)ed CITiestudentshouldcalculatc ^ Hic perfectly corapctitne individual 
the gam in farm income in raising seller is such a small part of the total market 
the price of wheat from, say, the 

leiel in F to that in C How large F-ce 


would the average percentage restriction in output ha^e to be for each indi 
Mdual farmer’ VUiy w ould each farmer like all others to cut down production 
but himself i^ot w ish to cut dow n’ Who w ould be footing the bi 11’ Would there 
be any other social harm in addition to the extra money paid for wheat’) 
One last example Let us consider the demand schedule for labor, ; e , the 
number of workers who will be hired at each different wage If a union can 
keep outsiders out, if its members have a special skill that cannot be done 
without, if machinery cannot be substituted for labor, and if the consumers 
need the employer s product badly, then the demand for union labor w ill be 
mthsuc The wage can be raised without throwing many people out of w ork 
If the demand for labor is elastic because of the absence of one or more of the 
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above conditions, then if the union insists on raising wages, the result will be 
unemployment for many of its members. 

In the construction industry workers are organized into many different 
craft unions such as carpenters, plasterers, and plumbers. Because a builder’s 
outlay for any one of these skills rq)resents only a sTmll fraction of the total 
cost of building a house, any one union can raise its wage without having its 
employment react very elastically. This principle is sometimes called “the 


TABLE 4. Supply Schedule for Wheat 


Each passible price 
per bu. 

Quantity that sellers 
will supply, 
million bu. per mo. 

A. SI.« 

130 

B. 1.20 

122 

C. 1.00 

115 

D. 0.80 

100 

E. 0.60 

72 

F. 0.40 

45 

G. 0.20 

10 


importance of being unimportant.” The result tends to be high wages set by 
each craft because there is no incentive for them to moderate their demands. 

But when all crafts raise their wage rates, the cost of housing goes up 
markedly and people stop building. Thus the demand for all construction labor 
tends to be elastic. Taken together with the technical backwardness and chaos 
of the construction industries, the result may be much less construction than 
we need and often unemployment both in the construction industry and 
elsewhere. 

However, one important warning should be sounded. The demand schedule 
for all labor in the United States, rather than for that of one trade or town, 
cannot be analyzed by the methods of this chapter. We cannot even be sure 
that the law of diminishing demand holds generally. An increase in all wages, 
of those in the industries making machinery along with the others, need not 
cause any substitution of capital for labor. A cut in wage affects people s 
incomes. It may undermine the demand for business output, so that more labor 
will not be employed. Its only effect may be to cause prices to fall. If this 
causes wages to fell farther, we may enter upon a disorgamzed deflationary 
spiral with prices, wages, and incomes going downward. Again, this is an 



determination of MjiRKET PRICE 455 

illustration of the fallacy of composition tihat ^valid for the part may be felse 
for the whole 

the supply schfdu le 

Enough has now been said of demand Let us now turn to the sellers side or 
to the supply schedule The demand schedule related prices and the amounts 
people wish to buy By the supply schedule, vx mturallyinean the relatum between 
prices and the amounts that people are mllmg to produce and sell Table 4 illustrates 
the supply schedule for wheat 

Unlike the demand curve the supply curve in Fig 4 for wheat rises upward 
and to the right from southwest to 
northeast At a higher price of 
wheat farmers will take acreage 
out of com cultivation and put it 
into wheat Also they can afford the 
cost of more fertilizer more ma 
chinery and poorer land All these 
factors increase output with higher 
prices * 

E QUILIBRIUM OF SUPPLY AND 
DEMAND 

Let US now combine our analysis 
of demand and supply to see how 
competitive market price is deter 
mined This is done in Table 5 

So far w e have been considering all prices as possible We have said If 
price is such and such sales will be such and such if price is so and so sales 
will be so and so etc But to just which level will price actually go!" How much 
w ill then be produced and consumed^ The supply schedule alone cannot tell us 
Neither can the demand schedule But both together can 

Let us do w hat an auctioneer w ould do i f , proceed by trial and error Can 

‘However later in Case 4 of the Appendix to this chapter we shall see that some supply 
cunes can bend backward that as the wage goes up workers may feel they can afford to 
work/raer hours In such cases the supply curve of labor as a whole would go from south 
east to northwest with high wages bemg accompanied by a smaller amount supplied Simi 
larly if people are trying to save up a certain amount for their old age a reduction m the 
interest rate— the price offered for saving — m-iy cause them to supply more rather than 
less savings 


SUPPLY CURVE FOR WHEAT 



FIG 4 This shows how much wheat will be 


produced at each and every possible price 
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TABLE 5. Supply and Demand Schedule for Wheat 


Possible prices 
per bu. 

(1) 

Quantity demanded, 
million bu. per mo. 

(2) 

Quantity supplied, 
million bu. per mo. 

(3) 

Pressure on 
price 

(4) 

A. $1.40 

52 

130 

i Falling 

B. 1.20 

56 

122 

J. Falling 

C. 1.00 

60 

115 

i Falling 

D. 0.80 

65 

100 

J, Falling 

E. 0.60* ’ 

72* 

72* 

:|: Neutral* 

F. 0.40 

80 

45 

t Rising 

G. 0.20 

89 

10 

i Rising 


* The equilibrium price and output. 


situation A in the above table, with wheat selling for $1.40 per bushel prevail 
for any period of time? The answer is a loud and clear “no.” At $1.40, the 
producers will be bringing 130 (million) bushels to the market every month 
[see Col. (3)]. But the amount de- 
manded by consumers will be only 
52 (million) bushels per month [see 
Col. (2)]. As stocks of wheat begin 
to pile up, competitive sellers will 
cut the price just a little. Thus as 
Col. (4) shows, price will tend to 
fall. But it will not fall indefinitely 
down to zero. 

To see this, let us try the point 
G-with price equal to only 20 cents 
per bushel. Can that price persist? 
Again, obviously not. For a com- 
parison of Cols. (2) and (3) shows 
that consumption will exceed pro- 
duction at that price. Storehouses will 
b^in to be emptied; disappointed 
demanders who cannot get wheat 
will tend to bid the price up. This 
upward pressure on price is indicated in Col. (4) by the rising arrow. 

We could go on to try out other prices, but -by now the answer is obvious. 
The only equilibrium price, t.e., the only price that can last — is that at 'which the 


HOW SUPPLY AND DEMAND DETERMINE 
AAARKET PRICE AND QUANTITY 



FIG. 5. The “equilibrium” price is at the 
intersection of the two curves, where die 
price is such as to make the amounts de- 
manded and supplied exaedy equal. 
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amoujits supplied and demanded are equal Only at E, with a price of $0 60, will 
the amount demanded, 72 (million) bushels per month, equal the amount 
supplied Price is at equilibrium, just as an olive at the bottom of a cocktail 
glass IS -It equilibrium, because there is no tendency for it to rise or fell Of 
course, this stationary price may not be reached at once There may have to 
be an initial period of trial and error, of oscillation around the right level 
before price ftially settles down and supply balances demand 
Figure 5 show s the same result in pictorial form The supply and demand 
curves are superimposed on the same diagram They ctoss at one intersection 
point This point E represents the equibbnum price and quantity 
At a higher price, the dotted line show s the eitcess of supply over demand The 
arrow points dowmw ard to show the dnection m w hich price w ill move because 
of the competition of sellers At a price lower than the equilibrium price 60 
cents, the dotted line shows that demand mermatches supply Consequently 
the eager bidding of buyers requures us to point the arrow indicator upw ard to 
show the pressure that they are exerting on price Onl) at the point E will 
there be a balancing of forces and a staoonary maintainable price 
This is all there is to the doctrine of supply and demand All that is left to 
do IS to point out some of the cases to which it can be applied and some to which 
It cannot 


B APPLICATIONS OF SUPPLY AND DEMAND 


EFrECTS or CHANGES IN SUPPLt OR DEMAND 

Other things being equal, as economists are fond of saymg, there is a 
umque schedule of supply or demand at any instant of time But o dier thin gs 
w ill not remain equa l The demand for cotton is declining over the years 
because of reductions in the price of rayon The supply schedule of gasoline is 
increasing because technological progress permits more to be produced at the 
same cost As costs and tastes change, as mcomes vary, as the prices of rival 
products (coffee in relation to tea) or cooperating products (sugar in relation 
to tea) change, our schedules will shift What will be die effects on consump- 
tion, production, and priced 

All beginners in the field of economics must beware of a common error 
They must take care not to confuse an increase in demand — hv which is meant 
a shift of the w hole cun e to the right and upw ard, as more is bought at each 
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and every price — with an increase in the quantity demcmded as a result of 
moving to a lower price m the same demand curve. By “demand” is meant the 
whole demand curve; by “supply” is meant the whole supply curve; by an 
“increase” in demand or supply is meant a shift of the whole curve in question 
to the right. To indicate a single point on a demand curve, we speak of the 
“quantity bought” or the “quantity demanded” at a particular price. A move- 
ment along the same curve is “a change in the quantity demanded as a result 
of a price change.” It does not represoit any change in the demand schedule. 
The need for this warning will appear in a moment. 

Let us suppose that the supply of wheat decreases. This may be for any 
reason, such as bad weather, or because the price of com has risen, or perhaps 
because the producer must pay a sales tax of 20 cents per bushel of wheat to the 
government. 

Let us consider in detail the last example of a 20-cent sales tax on each 
bushel of wheat. What is the final effect or “incidence” of the tax.!* Does its 
burden fall completely on the producer who, must in the first instance pay it? 
Or may it be shifted in part on to consumers? The answer can be derived only 
by the use of our supply and demand curves. 

There is no reason for the demand curve of the consumers to have changed 
at all. At 60 cents they will still be willing to buy only 72 (million) bushels 
per month as they neither know nor care that the producers must pay a tax. 

But the whole supply curve is shifted leftward and upward: leftward because 
at each market price the producers will now supply less as a result of the tax; 
upward because to get the producers to bring any given quantity to market, say 
72 (million) units, we must give them a higher market price than before — 80 
cents rather than 60 cents, or higher by the 20-cent,tax. 

The student should be able to fill m a new supply column, resembling the 
Col. (3) in Table 5 but with each price raised by 20 cents. In Fig. 6, the 
demand curve dd is unchanged, but the supply curve sr has been shifted 
everywhere up by 20 cents to a new parallel supply curve j'i'. 

Where will the new equilibrium price be? The answer is found at the inter- 
section of the new demand and supply curves, or at E' where s' s' and dd meet. 
Because supply has decreased, the price is higher. Also the amount bought and 
the amount sold are less. If we read the graph carefully, we find that the new 
equilibrium price has risen from 60 to about 75 cents. The new equilibrium 
output, at which purchases and sales are in equilibrium, has fallen from 72 
(million) bushels to about 67 (million) bushels. 

Who pays the tax? Well, the wheat fanners do in part because now they 
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receive only 55 cents (75 - 20) rather than 60 cents But the consumer also 
shares in the burden, because the price charged by the producer has not fellen 
by as much as the tax To the consumer, die wheat costs 55 cents plus the 20 
cents tax, or 75 cents all told Because the consumers need wheat so badly, they 
pay 15 c^nrs of the tax, or three times as much as the producer As a final 
burden, the community is poorer because it is consuming less wheat 

As a check upon his understanding of the above reasoning, the student should 
consider the case of an opposite shift 
in supply Let the government pay 
producers a subsidy of 20 cents per 
bushel of wheat instead of taxing 
them this amount Draw the new 
curve r"r" Where is E", its inter- 
section with dd? What is the new 
priced the new quantity^ How much 
of the benefit goes to the producer? 
how much to the consumer? 

The student can now probabl) 
guess how a change in demand is to 
be treated The curve dd shifts right- 
ward or leftward to a new curve d'd' 

Where this intersects the old supply 
curve is, we have the new price and 
quantity He should also be able to 
handle the case whae hath curves 
shift simultaneously 

At the end of this chapter there are a number of examples to be w orked out 
by the reader They are designed to do more than test his understandmg of the 
above analysis They provide an introduction to a number of important eco 
nomic situations and prinaples 

A COMMON FALLACY 

By now the student has mastered supply and demand Or has he? He knows 
that a tax will have the effect of raising the price that the consumer w ill have to 
pay Or does he know this? What about the following argument of a kmd often 
seen m the press and heard from the platform 

The effect of a tax on a commodity might seem at first sight to be an advance in price 
to the consumer But an ad\ ance in pnce will dimmish the demand And a reduced 


EFFEQ OF UNIT TAX ON 
COMPETITIVE PRICE AND OUTPUT 



FIG 6 A umt tax shifts the supply cun c 
iqiward by just the amount of the tax and 
gives nse to a new eqmbbrium price and 
quantity 
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demand will send the price down again. It is not certain, therefore, after all, that the 
tax will really raise the price.* 

Well, what about it.? Will the tax raise the price or not? According to the 
editor’s written word and the Sonator’s oratory, the answer is “no.” Ob- 
viously, we have here an example of the treachery of words. One of the four 
sentences in the quotation is false because the word “demand” is being used in 
the wrong sense. The student has already been warned against confusing a 
movement atong an unchanged curve from a shift in the curve. 

Actually, the correct answer would be more or less as follows: 

A tax will raise the price to the consumer and tvill lower the price received by the 
producer, the difference going to he 
government. At the higher price a 
smaller quantity will be bought by con- 
sumers. This is as it should be because 
producers are also supplying a smaller 
quantity at the lower price which they 
receive. Thus the amounts bought and 
sold are in balance where the new 
supply and demand schedules intersect, 
and there will be no further change in 
price. 

Any college freshman taking an 
economics course should be able to 
see through the above fallacy. But 
bankers, financial writers, and even 
professors of economics fall into the 
same kind of error when discussing 
the effects of the govemm^t’s very 
important “easy-money” policy. 
Here the commodity bought and 
sold is the money that is being lent (supplied) and borrowed (demanded); 
and the price for such transactions is the rate of interest. 

The demand schedule for loans is provided by the needs of business and 

* laken from a quotation in H. D. Henderson, “Supply and Demand,” p. 27, Cambridge 
University Press, London, 1922. The quotation could have been made even more fantastic 
as follows : “Price goes up and demand falls. Tins sends price down which makes demand 
rise. This makes price go up. But the higher price makes demand fall . . . .” And so we 
have a perpetual oscillation in price, up and down, down and up. The student should spot 
the error. 


EFFECT OF AN 
'EASY MONEY" POLia 
ON SAVINGS AND 



I'lG, 7. An increase in the supply of capital 
can lower the rate of interest only by mak- 
ing capital funds more abundant. 
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go\eniment for long term borrowing The supply schedule is provided b) the 
\Mllingness of indiMduals insurance companies ordinary commercial banks 
and the 12 Federal Resene Banks to supply funds for this type of imestment 
All this IS shown bj dd and ss of Fig 7 
Now let us suppose the go\ emment adopts a cheap-monej or easy monej 
policy We hate seen in tlie discussion of Federal reserve open market pur 
chase poliq just w hat this means but for the present purpose w e may think of 
It as a shift of the suppl} cun e to the right to s' s', because the Federal Reserve 
Banks bring new supplies of funds into die capital market 
■WTiat IS the effect’ As w e should e\pcct at die new equilibrium mtersecoon 
the rate of interest will be lowered to around 2 per cent, thus there is now a 
cheaper price for sa\ mgs The quantity of funds ai ailable to big and little 
business (and the go\ emment) has gone up a great deal How can w e reconcile 
this with the following typical quotation 

The gQ\ emment s cas> raonc) pohc> at first seems to send the interest rate down 
This dries up satines and discouraecs thrift The reduced siippl) of sat mgs robs busi 
ness of capital In fact capital ma> be so scarce that the go\ emment w ill find it must 
paj a hichcr rather than a lower rate of interest The countr) will go to rum grass 
will grow m the streets 

■Which IS the right answer in thcor)’ whida in practice’ 

IS THE LAW 01 SLPI Li \ND DEAUND IMAtUTABLE’ 

^ompetimc price and quantit) arc determined b> suppl) and demand But 
do not prices depend on other factors such as the amount of gold producaon or 
whether there is a war going on’ Actuall) price does depend on man) such 
factors Howeacr, they are not m addt tton to supply and demand but are 
i ncluded in the numerous forces which determine or act through suppl) and 
demand )Thus if new gold production gives caeryone higher incomes it will 
shift demand curves and raise prices But it is sdll true that price is determined 
b) supply and demand 

At this point a thoughtful reader should be moved to voice protest Nothing 
much has been said about price as being determined b) cost of production 
Shouldn t this be listed as a third fector in addition to suppl) and demand’ 
Again our answer is the same If we exclude perfect or semimonopolies (such 
as public utility compames whose rates die state sets on the basis of theur 
accounung costs), price is apeted by cost of production only to the extent that the 
latter affects supply If God sends manna from heaien without cost but in 
limited suppl) then its price w ill not be zero but w ill be gn cn b) the intersec 
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tiofl of the demand and supply curves. On the other hand, if it would cost 
$50,000 to print the national anthem on the head of a pin, but there is no 
deniand for such a commodity, it simply will not be produced and would not 
command $50,000 if it were produced. (What the market price of something 
nonexistent should be called we may leave to the pleasure and imagination of 
the reader.) 

This doesn’t mean that cost of production is unimportant for price determi- 
nation. Under competition it is especially important. But its importance shows 
itself through iu effects upon supply. Businessmen do not produce for their 
health. If they cannot get a price high enough to cover their past costs, then 
they will not like it. Nevertheless, under competition once the crop is in, so to 
speak, there is not much they can do about it. But they will not continue in the 
future to supply goods at prices that fail to cover the extra costs incurred to 
produce these goods. Thus supply depends intimately on cost especially on 
“extra costs” and so too must price. 

Moreover, to say that price equals cost does not in itself tell us which is the 
cause of which. In many cases where an industry uses a productive factor 
highly specialized to itself (e.g., baseball players, opera singers, vineyard land), 
price determines cost rather than vice versa. Grain land is dear because the price 
of grain is high. Apartment buildings sell for little because rents are low. This 
type of relationship was overlooked by the Massachusetts dairy farmers who 
petitioned during World W>r II for a higher milk price “because the price of 
cows is high.” If their request had been granted, they would soon have observed 
the price of cows chasing the milk price upward.* 

These examples show us that supply and demand are not ultimate explana- 
tions of price. They are simply useful catch-all categories for analyzing and 
describing the multitude of forces, causes, and factors impinging on price. 
Rather than being final answers, supply and demand simply represent initial 
questions. Our work is not over but just begun. 

This should help to debunk the tendency of neophytes who have just 
mastered the elements of market price determination to utter sagely, “\bu 
can’t repeal the law of supply and demand. King Canute could not command the 
ocean tide to retreat from his throne on the seashore. No more can the govern- 
ment get around or interfere with the workings of supply and demand.” 

It would be better never to have learned any economics than to be left with 
this misleading half-baked untruth. Of course the government can affect price. 

^ * Where a factor of production is inelastic in supply, as in all these cases, its cost is 
"price-determined" rather than “price-determining" and its return is called an “economic 
rent. ’ See Case 3 in the Appendix to this chapter. 
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It can do so by affecting supply or demand, or both In the previous section we 
encountered the example of its easy-money policy in which it altered interest 
rates by enlarging supply In our earlier discussions of government action to 
lid farm income, we saw how government plans for restricting production arc 
able to raise price and income by cutting down on supply Similar programs by 
government cartels have been pursued all over the world Brazil has burned 
coffee to raise its price, Britain during the 1920 s pursued the ‘Stevenson 
policy” of artificially controlling the price of rubber, sugar is still under 
international control 

These governments have not violated the law of supply and demand The) 
have w orked through the law of supply and demand The state has no secret 
economic w capons or tricks What is true for die state is also true for indi 
\ iduals Anyone can affect the price of wheat so long as he has money to throw 
on the market or wheat to hold off it Rockefeller, Ford, and Astor could band 
together to create an easy-money pohey if they wished to badly enough All 
they would have to do w ould be to offer to supply enough funds to everyone at 
a low rate of interest With this new supply m the market, the rate of interest 
would have to fall 

Etery trade-union influences wages, or tries to, by affecting the suppl> of 
labor Anyone with a somewhat distinctive commodity may try by advertising 
to increase the demand for his product, and by restricting supply to raise price 
above his extra costs of production It should be remembered however that, 
as soon as individual producers become important enough to affect the price of 
the thmgs they sell, then they cease to be perfect competitors in the strict 
sense, and their behavior must be analyzed in terms of a blend of monopoly and 
competition, le, in terms of monopohstic or imperfect competition as de 
scribed in Chap 21 


PRICES FIXED BY LAW 

•niereisonemportant interference with supply and demand whose effects 
we must analyze The government sometimes sets a maximum price by law, 
or a minimum wage During the war ceilings were placed on items in t c co 
of JIVBB Erai Wore the w a floor of 10 cent. ™ placed on h^ly ya^ 
of most fietory teorkera Hoe mteiferenees by 1™ aK qeite ‘T 

goactmneot amoB. pMoosly deaenbed, trfueh work throegh topliy aod 

■^^Jer, »y, *e rarket for ««ar. dW. orimary ^ 
t»d demand as tee have repeaWly « m das chapter Seppo*^' ^ 
goretomeot throegh OPA estaWete an order proh.b.rmg segar from namg 
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above 7 cents a pound (retail). Now because of war prosperity and limited 
shipping, let demand be so high and supply so small that the equilibrium price 
would have been 20 cents a pound if the government had not intervened. This 
high price would have contributed to profiteering in that industry, it would 
have represented a rather heavy “tax” on the poor who could least afford it, 
and it would only have added fuel to an inflationary spiral in the cost of living. 


widi all sorts of inflationary reac- 

ON SUGAR so fotfli- 

P , j S Therefore, the government 

‘^1 \ j ilurough Congress and the OPA 

25 - I \ / decided to hold the line on prices. 

I \ / It passed a law putting a maximum 

2 - ■ ' J[^ price on sugar at the old level of 7 

6,^ 1 /I AW = Def/efeney cents a pound. The line MNrepre- 

^ ■ 1/1 of Supply ot salts the legal price ceiling. Now 

I 1/1 happen? 

^ ' mV In A t the legal ceiling price suppl y 

£ 5 ~f\ y~Ce^l]inVPrice a nd demand do not match . Con- 

j » 1 sumers want thousands of pounds 

Q S di d ^ of gygaj in excess of what producers 

Quantity are willmg to supply. This is shown 

FIG. 8. Without a legal price ceding, price by the gap between M and N. This 
would rise to E. At the artificial ceiling gap is so large that there will not 
price, supply and demand do not balance jgng be enough on grocers’ shelves 
and some method of rationing, formal or warehouses to make up the 

informal, is needed to allocate the short difference. Somebody will have to 
supply and brmg the effective demand , , . , . , . ^ rr* 

down to d'd' drinking bitter coffee. If it were 

not for the maximum price law, that 
somebody would gladly bid the price up to 8 or 9 cents ou more, rather than 
do without sugar. As in our earlier discussion (Fig. S), we could show this 
by putting an upward pointing arrow perpendicular to MN. The arrow would 
not stop pointing upward until price had been bid up to the equilibrium level 
of 20 cents. 


(.It is against the law for the consumer to bid a higher price. Even if she 
should be so unpatriotic, the seller could not legally take the higher price. 
There follows a period of frustration and shortage — a sort of game of musical 
chairs in which somebody is left holding the empty bag when the orchestra 
stops playing. The inadequate supply of sugar must somehow be rationed^ At 
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first till"! m3> be done bj first come first served with or without limited 
siles to ench customer Lines form and women have to spend much of their 
time on expeditions foraging for food But this is no solution smee somebody 
must be left at the end of die line when the sugar is gone 
The price mcclnnism is stymied and blocked Nonmonetary consideration"! 
must determine who w ill be the lucky buyers and who the unlucky ones the 
accident of being in the store when the sugar is umeiled the warmth of 
the smile that the customer flashes on the grocer her previous standing at the 
store in question and the amount of other thmgs that the customer is w illing to 
bii} 

\obod) is 1 cr) happ) least of all the harassed grocer Were it not for the 
communitj s clementars sense of fair play the situation would soon become 
intolerable Patriotism is more cffccmc in momating people to brief acts of 
intense heroism than to putting up daj after da) with an uncomfortable situa 
non So It is no wonder that black markets occasionally deselop The really 


surprising thin" is how infrequently the) do occur 
If for political or social reasons market pnec is not to be permitted to rise 
high enough to bring demand down to the lei el of suppl) the only solution 
under these circumstances lies in outright coupon or point rationing 
Once this is adopted most people heaie a sigh of relief because now sellers 
need not turn people aw a) and buyers can count upon getting their fair quota 
of tht limited supplies Of course there arc always a few women and soapbox 
orators who arc longer on intuition than brams and who blame their troubles 
on the mechanism of rationing itself rather than on the shortage If only the 
go\ ernment could print more coupon points they sigh As if that w ould help 
rather than hurt the situation Such people are like the ignorant ancient kings 
w ho used to sla) the messengers bringing them bad new s They add spice to the 


human corned) but need not be lal cn scriousl) 

Just how do ration coupons worl oit in terms of suppl) and demand? 
Clearl) the OPA tries to issue just enough of them to low er the dmand cun e 
to dd where suppl) and the veeo demand Maute at the ceding price If too man) 
coupons arc issued demand is still too far to the right and we encounter the 
old difficulties but in lesser degree If too few coupons are issued stocks of 
sugar will pile up This is the signal for liberalizing the sug^ ration 
One goes to an insane asylum to learn to appreciate t e norm 

behasior So too the breakdown of the price mechanism during wargnj us a 

rndmcandmE dm rcnmUbls efioitnc, m n^l 

sotcc m to s=n» tot tore net et tofgh » g.'e " 

Pc, cettselfts ah, aytr.aonu.5 scarce cma to as to d.* 
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off excessive consumption and in order to expand production; falling to 
encourage consumption, discourage production, and work off excess inven- 
tories. During Vfcrld II the price mechanism had to be supplemented by 
direct controls and rationing, because— as we saw in the analysis of inflation in 
Part Two — ^when everything is “short” relative to demand and full-employ- 
ment capacity, reliance on the price mechanism is inequitable and gives rise 
to an endless inflationary spiral with grave economic consequences. 

It may be left as an exercise, in or out of the classroom, to adapt the above 
discussion to the problem of a minrmmt wage, or to the problem of govern- 
ment subsidies aimed at keeping the cost of living down while encouraging 
expanded supplies. 


SUMMARY 

A, MARKET PRICE DETERMINATION 

1. By the demand schedule we mean a table showing the different quantities 
of a good that can be sold at each different price, The same relationship plotted 
on a diagram is the demand curve. 

2. With but few exceptions, the higher the price, the lower will be the 
quantity sold; and vice versa. Almost all commodities are subject to this law 
of diminishing consumption, but in differing degrees. 

3. Elasticity of demand measures the degree to which sales expand as price 
is reduced. Demand is elastic, inelastic, or unitary, depending upon whether a 
reduction in price increases, decreases, or does not change total revenue. This 
follows from the definition of elasticity of demand as the percentage change in 
quantity divided by the percentage change in price. 

4. The supply curve or schedule represents the relationship between the 
prices and the quantities of a good that producers will be willing to sell. 
Usually, but not always, the supply curve rises upward and to the right, the 
higher prices calling forth larger supplies. 

5. Market equilibrium cm take place only at a price where the quantities 
supplied and demanded are identical. At any price higher than the equilibrium 
intersection of the supply and demand curves, the quantity supplied will exceed 
the quantity demanded; there wdll result a downward pressure on price as some 
sellers begin to undermine the going price. Similarly, the reader should be able 
to show why any price lower than the equilibrium price will meet irresistible 
upward pressure. 
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B applications or supply and denund 

6 The nppiratus of supply and demand enables ns to analyze the effects of 
shifts in either cun e or in both simultaneously Beginners must avoid the 
pitfills of confusing the expression “an increase m demand, ’ which means an 
outward shift of the whole demand cnrxe, with “an increase in quanaty de- 
minded" is i result of a reduction in price, which is nothing but a doivnward 
moiemcnt along an unchanged cune 

7 A thousand forces affect price But they do so in a free competitive 
market only by acting through supply and demand For example, cost of 
production affects price only to the extent diat it affects supply, otherwise not 
at all 

8 Although tlic goiernmcnt usually affects price by operamg on either 
suppl) or demand, occasionally it passes laws that interfere with the workmgs 
of the compctitn c market place An example is that of a legal maximum pnee or 
minimum wage Under such circumstances, supply and demand need not be 
equal some producer or consumer may wish to sell or buy more than he is 
able to do at the legal price Unless the discrepancies are parceled out by 
legislation (rationing, etc), the results are often most uncomfortable, and 
illegal black markets may come into existence 


dUESTIONS FOR DISCUSSION 


salt, penicillin, cigarettes, ice ctcam, chocolate ice crea 

unique equilibrium price’ ' „ntil science 

wages of farm laborers’ , discussion in terms of com 

6 Cross out the wrong word and ^ be shifted most on to the 

nion sense A tax on the producers of a commodity 
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consumers when supply is very (elastic, inelastic) and when demand is verj' (elastic, 
inelastic). 

7. What is an increased demand for cowhides likely to do to the price of beef? 
(Hint: Ranchers now receive more for a live cow.) 

8. Imagine a small competitive market for unskilled labor in a small city. Show 
how unemployment might be created if die city fathers legislate a very high minimum 
wage. Why cannot the same analysis be applied to a minimum-wage law for the country 
as a whole? (Hint: Reread page 454.) 

9. How can the demand for plasterers in the building industry be inelastic while 
the demand for houses is elastic? )^Tiat factors following Wirld War II have caused 
the demand for housing to be more inelasdc than usual? 

10. If the demand for automobiles is elastic, why would not Henry Ford cut die 
price of his car indefinitely? 

11. If price drops from 510 to $9 and sales go up from 100 to 110 units, is demand 
elastic, inelastic, or unitary? (Vi^uiNiNC: The problem is not so simple as it looks. 
Examine carefully the exact rule for classifying elasticity' given on page 450 and also 
the exact formula given in the footnote on page 452.) Does your result seem to disagree 
with the rule given in hold-face type on page 451? How do you account for this? 
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APPENDIX TO CHAPTER 19 
CASES ON SUPPLY AND DEMAND 

PROPOsniON 1 (if) As a tfmnl nile an imtase w ctenmi supply being m 
stmt, nil! raise price {b) Probabh also but less certainly, it 
mil increase the quanttf^ bough and sold A decrease in de 
mand his opposite effects 

PROPOSITION 2 An mcreise in supply^ dnimd being constant mil almost cer 
tainh loner price and increase the quantit) bought and sold 
The effects of a decrease in supply are just the opposite 


These two important proposiaons summarize die quahtamc effects of 
shifts m supply ind demand But the e\act quantitative degree of change m 
price ind quintit) depends upon the specific shapes of the cunes in each 
instance A number of ases mi> be distinguished 
CAsn 1 Cmstant Cost Imagine a manufactured item, like razor blades, 
whose production can be easil) e\panded b) merely duplicating machinery, 
plant space, factories, and labor To produce 100 000 blades per day simply 
requires us to do the sime thing as when we were manufacturing 1,000 per 
day, except on a hundredfold scale In this case the supply curve, «, in Fig 
9, IS a horizontal line at the constant lei el of umt costs An increase in demand 
will shift the new intcrsccnon pomt, £', to die right, increasmg quantity but 


leaving price unchanged 

What w ill be the effeas of a sales tax of, say, 5 cents per blade, on output and 
price paid by the consumer’ Fill in the diagram 
CASE 2 Increasing Costs and Dnmmsimg Returns Suppose that an industry 
like «m<^6np= tenures , cm™ kmd of «1 ^ lo»o» (»»? 

hillsides, etc) Sndi sites ate limited mnombet ■nieMmnJralpntofiiineciin 
bemeteasedtosomeestentb, *ldmeitK»elsbotandSmtelo=d.^of 
limd wi by biddmg HMsy mote hill s«es fan olhe, oses to ns ne ^ 

asp 2, theta ofdmmd,mgteotn»t.dlbesmtoymt.tf.in»beto 

of pUetton, Itke htbot sml femta, » sdded » &ed — 

hkelend mytstot^Beesnse^-™--*™" 

lizer has a smaller proportm of land td wo Y Therefore 

fed nntt of land ha. mote lata imd 
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In all of them the supply curve goes straight up and doivn, at least m the 
relevant region A higher price cannot chat an increase in supply, nor is the 
higher price necessary to bring out die existing supply, for e\en at lower 
prices the same amount will soil be forthcoming Because it is price detennincd 
rather than price determining, die return to the factor of production is known 
as a pure ecotu/intc rent or surplus, which need not be paid to call out the required 
supply 

If now demand shifts upward, the whole effect is to raise price Quantit) is 
unchanged Moreover, the increase in price exactly equals the upward shift in 
demmd 

Likewise if a tax is placed upon p 
the commodity, its whole effect is ^ 

to reduce the price received by the ' 

supplier by exactly the amount of 4 \ 
dietax Thetaxisshikedasmpkeeiy , \ \ £i 
to the supplier, who absorbs it all ^ N* \ 

out of his econonuc rent or surplus | \ \ 

The consumer buys exactly as mudi N ^ ^ \ 

of the good or service as before and N. 

at no extra cost 

There is much to be said for a Jf 0 

tax that falls on ecmmsc surplus Quantity 

Especially if you beheve diat “every j 1 

acre of land m the world can be 

traced back in ‘ownership’ to the man who first stole it ” Or that a too mequa 

distribution of income isabadthmg In fectHenry George, obseningthe great 

importance of land rent in the nineteenth century ^enca, 

theiUsofsocietytouneamedlandrent hhisbook 

1879 , wbch serves as the bible for the “single tax” 

that all government revenue should come from taxes on land rent or un^m 

incremlt » Most economists, mcbding the 

position But they do attach importance to taxes that ^ f as 

Lpluses and disturb mdividuals’ decisions as to the allocation of resources 

htde as possible socict> dis 

This raises an important question P -s Shirley Temple s 

aipOTesofpeopte'sMmngBCMTCec^ jt’ouldlKa 
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that the producer who can put her before the most people gets her services. 
If her salary were limited to a let'el within the reach of smaller companies, she 
might work for them and presumably diereby lessen the total of social satisfac- 
tion. Similarly, a rent ceiling on the busiest corner in town might cause it to be 
leased for an unimportant rather than the most important use. 

The moral is to let the maximum of economic rent be collected, even if a 
majority of the electorate are “hell-bent on soaking the rich.” Let the sheep 
grow as much wool as possible; then fleece them by taxation. In other words, 
after supply and demand have determined the reward and best use of the factor 
in question, then by taxation reduce its return down to what is considered a 
democratically fair level. If the income taxed is really a pure rent, there is no 
need to worry about the tax’s effect on effort or supply. By definition of rent 
or surplus, the sheep will continue to grow the wool. (Note that the science 
of economics cannot tell us that rich people should or should not be ta.xed 
heavily.) 

CASE 4. A Backward Rising Supply Curve. Early c.\plorcrs into new lands 
often noted that, when they raised the \vagcs of natives, they received less 
labor rather than more. If wages were doubled, instead of working 6 days a 
week for their minimum of subsistence, the natives might go fishing for 3 days. 
The same has been obscn'cd among so-called “modern civilized people.” As 
improved technology raises real w;^, people feel that they ought to take 
part of their higher earnings in the form of more leisure and less work. This 
partly explains why over the decades the average factory working week has 
dropped from 84 to 40 hours, and why the wives, children, and aged parents of 
workers do not have to find jobs in such great numbers in order to help make 
ends meet.^ 


lb a lesser degree the same effect has been observed with respect to the 
supply of savings. Some people, it is true, will save more money if the interest 
rare is raised. Others are indifferent to the rare of interest; they save money 
automatically, depending upon dteir life-insurance commitments, habits, and 
incomes. But others— and these arc the ones of significance in this connection- 
are trying to put by some certain sum of money for a “rainy day,” for their old 
age, for a trip to Europe, or for their children’s college education. If the rate of 
interest earned on their savings goes up, they no longer need save so much to 
meet these goals. Liketvise, at a lower rate of interest their supply of savings 
goes up because more is necessary to meet the same goals. Tlius, if such people 


* An anempt to measure this statistically is to be found in 
'\%ges,” The Macmillan Company, New \brk, I9J4. 


Paul H. Douglas, “Theory of 



CASES ON SOMLV AND »e„*nd 

WEhr»6es 

toe eri ta wl. M to« m de„«d to to» *e prto 

hborm,g,eemennv.thP»p«&^ 

^ed Ae wrt tat te cmstal/' k ,(!,)! f„ kcr=»e it, d™a k., 

decreased rather than inaeased the quantity of labor. 

A pOTial wriStAtion of mch j posiiSlity is to in the 6a *jt a deoease 
tadenkmdforamptodoaadai,, SACKWASO-iENDIKG 

a depression otten causes fanners to SUPPLY CASE 


work harder in order to restore their 
incomes. The result: More rather 
than less is produced in response to 
a decrease in demand. 

CASE 5, A Possible Excepiim: 
Decreasmg Cost. Heretofore our ®c- 
amplcs have agreed with Proposition 
of l(ir), that an increase in demand 
raises price. But what about the often 
observed case where an increase in 
demand is followed by economies of 
mass production and deaeasing 
costs? A good theory must make 



Quonlily 


We must frankly admit, therefore, that our first proposition may break 
down and have exceptions. Of course, we can try to save face a little by point- 
ing out that many of the most important reductions in cost following an increase 
in demand really represent permanent dffvmtxrrd shifts in the supply curve rather 
than movements down a fixed-supply curve. 

Let us illustrate this by the case \ihere die government increases its demand 
for radar sets. The first few sets built must be constructed in the laboratory 
by experimental methods. They are tailor-made, custom-built, and very ex- 
pensive per unit. But die knmv-how gained m die process makes possible the 
further production of sets for very much less per umt. Even if demand were to 
go back again to its pretdous levd, price would not return to its previous 
higher level. In traveling along die arrmv EE' marked with a quesnon mark, 
we are not moving reversibly along the supply curve. Instead, the supply curi-c 
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quesoorv m many Imes of activity In such cases, and they may be the rule 
rather than the exception, Me must replace the analysis of this chapter by the 
more general analysis of mtmopohsUccmpmm"^lhis is discussed in detail 
in Chap 21 

CASE 6 Shifts m Supply Ail of die above discussion, with the exception 
of part of Case 5, dealt with a shift in demand and no shift m supply To 
analyze Proposition 2, Me must now shift supply, keeping demand constant 
This IS done in Fig J4 

If the law of diminishing consumption holds, then increased supply must send 
us drum the demand curve, decreas- 


CASE OF SHIFTING SUPPLY 


ing price and increasing quantity 
The student may verify, by draw- 
ing diagrams or by comparing auto- 
mobiles and wheat, the following 
quantitative corollaries of Prqxisi- 
tion 2 

a An increase m supply 'will decrease 
price most when demand is inelastic, 
and decrease price least when demand 
IS relativeh elastic 
b An increase in supply will increase 
quantity least when demand is inelastic, 
most when demand is elastic 
What arc the common-sense rea- 
sons for these corollaries? Illustrate 
Midi automobiles and Mheat 

In concluding, three rather unimportant excepnons to the universal laM of 
dimmishmg consumption wll be briefly menuoned 
First, Items such as diamonds, women’s hats, and other goods that arc 
valued not for their intrinsic quahties so much as for their snob appeal and 
expensiveness may fall off in demand if their price is cut aic New York 
shops sometimes take advantage of this faa and find that they do better in 
1 There remains one possibility discussed m advanced economic textbooks If an mcrased 
demand for an industry s product causes each firms cost curve to sh,ft dsuW (a) 
because cheaper and bener tmined labor becomes available (A) Imuse betta informa - n 
centers and markets are made possible or (r) becauseraw materials produced at d« 
costs by other quasi monpohzed industries beewne cheaper * “ ‘ Marshall 

rmlvrLera.hle comnetitive Wy curve which IS dotvmvaid sloping A fred htoshan 
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Chapter 20 : the theory of 

CONSUMPTION AND DEMAND 


"WTC must now go behind the scenes of Ac market demand schedule to examine 
tastes and decisions determining the bdiavior of families and individuals Each 
consumer has a small-scale demand curve relating the quantities that it will 
buy to the market price of each good The market demand at any given price 
IS nothing more nor less than the sum total of what each fanuly will buy at Aat 
price This raises the problem of Ae feaors Aar are important to explain Ae 
consumer’s demind behasior 


THEORa or co ysuMCR’s .cHOigc 

A raAer fancy Aeory was de\ eloped m Ae nineteenth century to explain 
Ae way a consumer arrives at decisions cm what to buy To begin w lA, Ae 
consumer starts out wiA a certain amount of income that he-or perhaps we 
should say “she”-can spend In adAtion, he is confronted with a whole 
array of market prices for all Ae Aings he can buy These prices are quoted to 
him, and ordinarily Aey are beyond his power to alter 
Immediately the problem of choice becomes apparent Of goods w ere free 
or if his income were great enough so Aat he could buy every astAmgAat 

suits his fancy, Ais would not be so But as Amgs are, Ae more he buys of one 
g<K,4*ele..he=».tay«fo<her. ZSlT™ 

be batoiced against the adt aniages of all *e te<^ In peiliOTinf 
of compating so«i«, ■< is not enoogb for hnn snnply to balance the ada^e 

ofdtffeLgoodsonane,.alba.tsA»eakttt,ybeptrfet^»a^^^^^ 

In oier notds, t. ts «tm sattsSentat sectttd fit 

tttattcts to him He ^ m end up 

equal if Aeir prices are different, but tne^u 

proportma/ to Ae respective prices of Ae goods 
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The theory being desaibed assumes that the consumer has rather definite 
opinions about his mtm (family’s) preferences as between different amounts of 
goods. If a psychologist quizzed him about them, he could probably answer 
many of the questions. But not necessarily all. Many of these opinions are on 
die subconscious level because he has become accustomed through repeated 
experience to make decisions almost automarically. As a matter of fact, most 
people like to keep deliberate decision making doum to as low a level as 
possible. ‘ 

In any case, the consumer, possessed of a given income and set of prices of 
goods, is diereby confronted with a wide range of final batches of goods. 
Automatically or unconsciously, he can appraise and compare them and 
finally pick out die best combination, or what is called the “equilibrium 
combination.” 

How shall we characterize this equilibrium position? Obviously, it is one 
from which the consumer will not care to depart. He will be unwilling to give 
up bujdng something of one item in order to substitute something of another. 
WTiy? Because he has already made his choice of the best combination, and any 
odier combination is inferior. 

Or to put the matter another way. He buys more and more units of all 
commodities until the last little units of each of them yield him satisfactions 
that are proportional to dieir respective prices. When the last lO-cent pound 
of beans jields wice as much satisfaction as docs the last 5-ccnt pound of 
sugar, then he stops, knowing that he has arrived at the equilibrium point. 
Norice that the critical satisfactions to be compared concern not the total 
quantit)' of each commodity consumed but only the last or “marginal” incre- 
ments. At this poivt the extra utility per last can or nickel is the smite in all uses; 
this is a necessar)’- condition for equilibrium. 

Why? Because if it were not— if die last penny spent on sugar yielded less 
sarisfaction dian that spent on beans — it would pay him to switch a penny from 
sugar bujnng to the purchase of some more beans. M'Ticn it no longer pays to 
switch purchases, because the satisfaction per penny from beans has finally 

' The more danng psycholi^isis and economists assume that the consumer cspcricnccs 
a definite quandadve amount of sadsfacdon or andcipated pleasure when confronted 
with a giyra batch of goods. This definite psychological quantity or sensation is given the 
name “utility.” If a first batch of goods and services, A, registers a higher urilit>' score than 
a second batch, B, and they cost the same, then he will buy A and not B. 

The more cautious writers prefer to be agnostic on the question of utility as a magnitude. 
All they assume is that the consumer can compare A and B and know which he prefers. 
Whether this is done by ^ving each some numerical score, these writers do not claim to 
know; nor do they care since the "facts” of consumer’s behavior arc the same in dther case. 
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fcllen to the le^el of that from sugar then li^ i,, l r , 

postnon and stop * This shoMS us’by thelay th«tfeo*'i 

tion in tins field, as in other parts of Tf * “ «l'«l'l>riuni posi- 

aferaperiod of trial 

The above few pages sammarize all that there IS to the A 

behavior The discussion conM h. e.. of consumer’s 


u«.ar . ... u.o.u.i.ion coma tie amplifaed by numerous diagrams and table 

bat4.t„«r«Uy^»ry Ttel«S«»«g.ndo.tof«cLc 

faJy m mmd <»ly d« Wfa'.i.8 ilmM, of “"““f 
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and in doing so must take relatne prices into consideration 

2 The consumer is supposed to have a fairly definite set of preferences so 
that he kno^^ s ts hether a gnen situation is better, v orse, or indifferent as com- 
pared to another situation 

3 The consumer is able, therefore, w select out of all possible situations 
available to him because of (1) die one which is “best” as determined by (2) 
This is the eqmhbruan mam characcenzed by the condition that no further 
substitution between goods is desirable, because already expenditure has been 
allocated among goods until flu last pnmy spent m each ccfiwnodity gives the same 
additson of satisf action as does the last peiany spent on ever) other commodity ) 


PRICE AXD INCOME CHANGES IV DEMAND 
The abo\e theory explains how die amount demanded of each good is de- 
termined, once the consumer is given a set of prices and income Thus it also 
explains why the amount demanded of a good will change when its pace 
changes, or for that matter w hen income changes or the pice of same other good 
changes 


‘ The cautious economists mentioned in the previous footnote who do not behne in 
uQlit> as 1 numerical quantity would not object to die use of the wotd satisfaction m 
the above paragraph This is because the nmnencal level of this term is not used but onl> 
(ompariiuw or relative levels of utility Sail the purists in this group m ould prefer to reformu 
late the condition of cquilibiium so as to avoid all possibility of misunderstanding They 
w ould say, for the emmner to be m egiiiliirumt die relatt.e pnees (pr easts) id each good must 
be just matched bt the rates at which he is just lulling to substitute them (m small mounts) for 
each other, or niihen reJati i,e prices equal relatm atm utilities 

Of course this adds up to cxanly the same dung as the other formulation For example, 

if the cost ratio ofbeans to sugar did not match theconsumerstelameutilityorsubsntution 

ratio (as detenmned by his preferences) it vwuld pay him to substitute one for the other 
When would he stop’ Only « the equilibnum point where price ratios and substinmon 
ntios are equal 
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Be second factor exphmmg din»msh.ng consumptton « equally obMou, 
f the pnee of ^.heat goes dot™ tthde other pnees do not Llheat has 
becOTC relamel) cheaper It pays therefore to wlstme some vheat for other 
pods m order to maintain one s standard of living most cheaply Thus uheat 
becomes a relam ely cheaper source of calones than before and more of it u ,11 
be bouaht and less of potatoes Similarly a cheapening ofmov.es relatnc to 
stage plays may cause the consumer to seek his amusement more in the cheaper 
direction The consumer is doing here only «hat eiery busnessman docs 
\then cheapening the price of one productive fector causes him to adjust his 
production methods so as to substitute the dieap input for other kinds of inputs 
bj this process of substitution he is able to produce the same output at lower 
total cost (This second reason for expanding demand at lower pr cc is some 
times called a substitution effect ) 

Of course the quintititn e importance of each of these effects vanes w ith the 
good m question and w ith the consumer Under some arcmnstances the result 
mg demand curve is very elastic eg where the consumer has been spendmg a 
good deal on the commodity and where ready substitutes are available for 
example a drunkard s demand for gm But if the commodity is like salt which 
involves only a small fraction of the consumer s budget which is not easilj 


replaceable by other items and which is necessary m small amounts to com 
plement more important items then demand will be meJastic 
All this agrees w ith common sense notions about economics that scare n 
or rant) is what gives value to a good in exchange 
Some economists try to prove die validity of this generalization b) 
analogy w ith a fundamental psychological generalization called the \^eber 
FechnerLaw According to this law a man who can just perceive a difference 
in light intensity between a 10 and a 15 watt light bulb will not be able to 
perceive a difference betw een a 20 watt bulb and a 25 w att bulb even though 
the arithmetic difference m intensity is die same But he w ill be able to tell the 
difference between 20 watts and 30 watts or between 200 watts and 300 


watts— because the percentage difference in intensity is what is important 
This same effect a diminution m abdity to perceive and recognize minimum 
differences m stimuli is claimed by the psychologist to hold vuth respect to 
percepuon of sounds weights (placed on or in one s hand) and so forth 
The connection of these phenomena with the dimmunon in desire o^n 
economic consumer for additional units of a commo ty is “ , 

The validity of the economic law of diminishing consumption must stand 
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that, and would not have known hoiv to rovmrtU,!, l r 

,^<1 fc 4. r 

^Sct Atoa„A„„jj 

paradox He was contait simply to pomt out that the nlneinusc oftcJ- 

Its total contribution to economic tvelfan^u not the same thmc as ,ts lal,,, 
m exchange -the total money value or revenue for which it will sdl ) 

But today, we should add to the cost considerations of (1) the follow me 
(Z) the total usefolness of water does not determine its price or demand 
Only the relative usefulness and cost of the/«t little bit of water detemiinc 
Its price Why? Because people are free to buj or not huj that last little bit 
If water is priced higher than its last extra usefulness then that last unit nnnor 
be sold Therefore the price must fell until it reaches cxactlj the Iticl of 
usefulness ofthe last little bit no more and no less Moran er because cicrj 
umt of water is exactly like any odier umt and because there is onlj one price 
ra a competitive market ever} umt mm all for ni/wt tlit last Inst vsrful umt 
sells for (As one student put the matter Thedieory ofeconomicialuciscm 
TO undascand if you just remember that the tail w ags the dog ) 

Now we know that the more Acre is of a commodity the less becomes the 
relative desirability of its last httlc umt— even Aough its total usefulness 
alw ays grows as we get mote of Ae commodity Therefore it is obs ions whs 
a large amount of svater has a losv price Or esen wh> air is icnnlls a free 
good despite its vast usefulness The later units pull dowai Ac marl ct s aluc of 
all units 

This completes the brief excursion behind Ae supply and demand curses 
necessary to explain SmiA s paradox of salue 

CO NSUMER S SURPLU S 

The above discussion emphasizes Aat Ae accounting sj stem sshich records 
Ae ‘ total economic value or revenue of a good (price X quamitj) differs 
from that necessary to record total s\ elfere The total economic i alue of nr 
IS zero, Its contribution to svelfere sery peat ‘ Smiilatl) if ssc increase Ac 
quantity produced of a commodity hke ssheac whose demand is inelastic wc 
obviously increase Ac community s asdfate even though wc dcstroj some 
economic value , 

Thus, Apr.. IS alw a ys a gan between toal welfare a nd total econgmicijl^ 
T his gap IS in Ac nature of a wjito which Ae consum^ getsto^ 
always “receives more thanhejays^ ^ 

Nor does he ben^ftTTA^e of Ae seller Inaswap one pins d^^ 

■Or as Smith would say .« value muse., very great unalueinesehangc ncglg be 
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SUMMAR} 


2 The equ,l.bnmn amount demanded of any good wdl change when either 
income i» o«n price or the pnce of tome other good Zgea 

introduces the notion of competing independent or complementar> 


3 ■n^edotTOMard response ofa good ^hen Its price rises-or die relation 

bettveeti scarcity of a good and its pnce~is the basic economic kw of dimmish 
rag mwjiptm Together \t ith the important recognition that it is the cost and 
desirability of the last umt of an aracle this helps to explain Adam Smith s 
famous paradox of value concerning Mater and diamonds 

4 Consumer s surplus is a reflection of the feet that the total economic m el 
fare of any good is greater than its total monetary value This is because all 
units of a good being interchangeable sell for as little as the last is Morth 
Consequently the consumer is receiving a surplus on all previous units 


QUESTIONS FOR DISCUSSION 

1 I don t know much about art but Ido know nhat I like Is th s a correct state 
ment^ Do people know what they hkc m die way of consumpnon goods'" Do the) 
usually like what is good for them 

2 Why IS it nonsensical to say 

a In eqmhbrium the satisfaction 60m die last 5 cents worth of peas must equal 
the satisfection from the last 4 cents ^VQtth of sugar^ 

In equilibrium the satisfecc ons denved from all commod ties must be equal’ 
c In equilibrium the last litde Imb of saosfact on denied from all commodit cs 
must be equal’ 

d In equilibrium the satisfactions denved from the dollars spent on all com 
modifies must be the same’ 
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appendix to chapter 20 

GEOMETRICAL ANALYSIS OF CONSUMER 
EQ.UILIBRIUM 


It IS often mstructu e to show graphically, and w ithout using the language of 
numerical utility, exactly what the consumer s equilibrium position looks like 
We start out b} considering a consumer w ith a gn en money income, buying 
only t\^o commodities, say food and clothing, at defimte quoted prices The 
consumer is supposed to be able to teU us (1) whether he prefers a gnen 
combination of the tw o goods, say 3 units of food and 2 of clothing, to a second 
combination, say 2 units of food and 3 of clothing, or (2) whether he is 
“indifferent” bet\scen them, or (3) whether he actually prefers the second 
batch of goods 

Let us suppose that actually the ttio batdies are equally good as fir as the 
consumer is concerned Let us go on to list m Table 1 some of the other com- 
binations of goods between which the indwidual is also just indifferent 


T\Bii I Indifference Table Slm-wmg Equal!) Desirable Combmtms of 
Goods 


Food 

1 

2 

3 

4 

Clothing 

6 

3 

2 

! 

1 5 


This IS just one such table could ha\ e started out w ith a still higher level 

of satisfaction or level of mdifference, and listed all the different combinations 
that belonged to it Thus, w e might ha\ e filled in a similar indifference table of 
all combinations indifferent as compared to 3 food and 3 clothing, or still another 
indifference table for all combinations indifferent to 1 food and 1 clothing 
But if we examine any one of the infinite number of such tables, we shall 
probably find that it has the same remarkable property as the one indicated 
above the scarcer a good, the greater its relative (siibstitiitm) value 
Thus, the consumer in Table 1 is willmg to give up 3 units of clothing 
from 6 to 3-in order to get a second umt of food in addition to the first one 
But to get a third unit of food, he is now willing to gne up only 1 unit 0 
clothing, for still one more unit of food, only M of do me 
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The above remarks about a consumer’s preference or indiflference between 
different commodit)’^ situations are summarized in Fig. 1. Each of the indif- 
ference tables now becomes an Indifference cun'C or a contour line of equal 
utility. Each one of the concave curves represents the locus of all combinations 
of goods giving equal te-els of satisfaction. They are concave in accordance 
with the fijndamental law of scarcity just referred to. Just as there are an infi- 
nite number of indifference tables, there are infinitely many of these Indifference 
cun'es or isoutility contour lines, each one corresponding to a possible level 

CONSUMER EQUILIBRIUM 


C 



Food 

FIG. 1 . The curves labeled Ut, Us, U3, and U4 represent Indifference curves or contour 
lines of equal utility. The straight bne^lIM is the Consumption-possibility curve, upon 
which the consumer is free to move. Equilibrium is at the point of tangency £, 
where the Consumption-possibility curve reaches Ae highest possible level of utility. 

of real income or satisfaction. Geometrically they are not unlike contour lines 
on a topographical map of the earth’s surface, or like the lines of equal pressure 
to be seen on weather maps and in textbooks on thermodynamics. Of course, 
only a few of the possible Indifference curves or contours are shown in Fig. 
I , Ae lowest corresponding to a level of utility, Ui, Ae next to Us, and so forth 
to Ae highest, U4. The curve, Us, tviA Ae clearly marked circular points 
corresponds to Ae numerical dam of our earlier table. 

A consumer has a given income, say $6 per day, and is confronted wiA fixed 
prices, say $1.50 for food and $l for cloAit^, at which he can convert money 
into each of Ae uvo goods, or each good into Ae oAer. Those who like to 
Aink geometrically will realize that Ae Consumption-possibility curve upon 
which he is constrained to move will be a straight line, as given by NM in Ae 
accompanying figure. If he spends all his in<x)me on food, he can at most buy 



geometrical analysis or consumption 489 

the amount of food given at the point M, or 4 vinits of food if he spends all on 
clothing, he can get only the amount of it givoi by N or 6 units of clothing in 
between he can trade one good for the other at a constant rate dcpcndmtt 
upon the relative prices of food and clothing Therefore the curve must be a 
straight line \t ith slope of |1 S0/|1, or 3 to 2 , , , 

Nov hov can we identify the posioon of final equilibrium mentioned earlier 

Obviously, the consumer will mote along the straight line until the highest 

EFFECT OF INCOME OR PRICE 
CHANGE ON EQUILIBRIUM 



d.„.„lme would P»« 

Indifference curve is reached consumer ran aoss on to hieher 

canse by movmg from any ,^„,i, can be only at the point o 

Indifference curves Obviously, die e^ does no. 

umgency, E. where die C<>»>™P““f“^^^cally, .tdiepomtofehuilib- 

„ 1 -L highest iXsIope If the W*"; 

num, the slope of the line is pi of the mo g 

Or, in terms of onr pev^ „ e,nihbnmn to m/nl. 

shown by the slope of the hne) e to 

tlf Che law of diminishing might consume nothing of some con 
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extra utility or substitudon ratio at whidi one good can be given up in small 
amounts for the other good without losing any satisfaction (as shown by the 
slope of the Indifference curve). 

If the consumer’s income were to be halved, the new equilibrium would be 
in Fig. 2 at E' where the new strai^t line Consumption-possibility curve- 
shifted in a parallel fashion half as fir in— would just be tangent to a highest 
Indifference curve. 

If only the price of food were to be raised, say to $2, income and clothing 
prices being unchanged, the total amount of clothing that could be bou^t (still 
shown by N) would not be changed. But the amount of food that could be got 
for each unit of clothing sacrificed would of course be less. Consequently, the 
new Consumption-possibility line would be rotated downward around N as a 
pivot and would travel from N to Af ' rfie new point showing how little food 
(only 3 units) could be bought when all money is spent on food. The new 
equilibrium point would now be at E" where there is again tangency with an 
Indifference curve. 

The student should be able to tell what will ha^jen if, say, only the price of 
clothing is changed, and in a dovmmrd direction. 



Chapter 21: cost and 

THE EQUILIBRIUM OF THE 
FIRM UNDER PERFECT AND 
IMPERFECT COMPETITION 


IN the preceding chapter w c w ent behind die demand curve Now we most do 
the same for tlic suppl) cur\ e to see ]ust hoM costs of production in each firm 
determine the total suppl} cune of all firms in a competitne market and the 
price response of imperfcctl) competitn e markets The first half of this chap 
ter shows how an> individual firm must act in order to maximize its profits 
The second applies these principles to a perfectly competim e industry and to 
four important patterns of monopolistic or imperfect competition 


A THE MAXIMUM TKOEIT EQ.UILISRIUM 
POSITION WITHIN THE FIRM 


In these *ys nhen wriect coropcn iion esittt only m n fw Ine^f 
nlone tat « e»»,ne.hebeh.y«.oftaytote— ^ 

and ate able to affect the scihngpnces of their p net a , 

large y„y prolieible »nampostta»r«ofp.».^sp.^^"e“»'’ 
effLtrely ead«lc other fimt. ta prodnett® the pr*- 1» “»> 
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case, they may be called a “ monopoly .” The Bell Telephone System, or the 
prewar Aluminum Company of America may perhaps qualify for this title. 


MONOPOLISTIC COMPETITION 

(More often a firm has some arntrol over price, but only to a limited extent. 
It has certain peculiar advantages of Itnow-how, location, trade-marks, and 
reputation; at the same time it has rivals of which the same is true)Mfe may 
say, therefore, that the firm has some monopoly powers but is also subject to 
some competition. We do not have perfect competition, nor do we have com- 
plete monopoly. Instead we have imperfect competition; a blending of compe- 
tition and monopoly; or, in short, what may be termed vmopolhtk mtpetitm} 

One may construct a line, whose one extremity represents “pure” or perfect 
competition and whose other end represents complete monopoly. 


<— 

hire or Perfect Competition 

1. Includes a few agri- 
cultural industries 

2. No control over price 
by firm 


3. Production of identical 
products by many firms 


4. Usually an organized 
market exchange or 
auction 


Monopolistic or 
Imperfect Compeiitm 

1. Includes most firais and 
industries 

2. Some control over prices 
(depending on similarity 
of substitute products 
and upon die number, 
location, etc., of rivals) 


3. Sellers of identical prod- 
ucts are few at best, 
though riiere may be 
many sellers of some- 
what similar products 

4. Advertising rh'alry 


- > 

Complete Monopoly 

1. Rare 

2. Considerable control 
over price e.\'cepc as 
limited by government 
regulation or fear of 
public opinion, and by 
fears that substitute 
products will come into 
use 

3. Only one seller in the 
industry 


4. “Institutional" and pub- 
lic-relations advertising 


Most of modan life falls under the heading of monopolistic competition; 

tor example, barber shops, the radio and electrical industry,stecUutomob^ 

Competition,” especially Chaps.'l ar4%Lf„f 
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retail stores etc E\clusi\ e monopolies like pnblic utilities or telephones are 
usually regulated bj the go% emment and even they must take account of the 
potential competition of alternative products— oil for gas or cables for tele 
phones This shous how rclamcl> unimportant complete monopolies are 

Tlic student may casil) apply two simple tests to convince himself of how 
unimportant pure or perfect competition is today 

1 How man) firms find it wnnccessary to spend money on advertising 
salesmen and marl eting’ Obviously \ cry few except for farmers w ho produce 
a homogeneous crop 

2 How man) firms are unw filing to take on new business at the prevailing 
price’ Obt lousl) in normal times only those same farmers mentioned aboie 
arc unwilling to do so— unwilling because the) have already taken to the 
marl ct all rhe production that the) wish to with no fear of depressing the 
price The last ma)ont) of firms normally welcome new bu)ers 

Both of these answers arc incompatible with really perfect competition 
The anal) sis to follow must cicarl) be general enough to apply to all cases— 
not lusc to perfect competition— if it is to throw light on the economic world 
as It rcall) is and not as w e might w ish it to be 


THr riRM S DLNUND UNDtR PFRUCCT AND MONOPOLISTIC COMPETITION 

For simplicit) let us consider i single firm which produces only a single 
commodit) It is m business to make as much money as possible Ideally it 
would hi c to charge a \cry high price and to sell a very large quantity of 
output But It know s or it will soon leam from experience that these are not 
independent variables it cannot set its price very high and at the same time 
succeed in selling a great deal to sell a large quantity it must lower its price 
and to get a high price it must 1 ecp its commodity scarce 
In other w ords the firm is subject to a demand curve such as w as desc 
m a.p 19 on s„ppl, .nd D««l -'y 

curve for the indurdorl fine if foe fine » ,n . pe.^ 7^7, f “fa 

den»,deurvc..llbe>eo h. uithpneDeall) 

IS -I complete monopolj it « ill be able to ^“"'^^its curve dem n« atd 

sales and the action of other firms w i nor themseh es some 

and to the left Usnidly most modem bnsmms *7^*00. 

where in between these condinons ie ^ ® aL it w ill be shifted 

Their demand curve -^^rof these three cases are shown m 

dow nw ard by the action of nv al fir 

Fig 1 
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PRICE, QUANTITY, AND TOTAL REVENUE 

Since imperfect competition includes perfect competition as one very 
special instance, we may concentrate upon die more general case. Table 1 
represents die original demand schedule for the firm under monopolistic or 
imperfect competition. The reader should fill in the missing figures in the total 
revenue column of Table 1. 


FIRM DEMAND, 
PURE COMPETITION 
(Jo) 


150 



■d 


Quantity 

FIG. la. This shows infinitely clastic 
demand for product of firm under “pure” 
or “perfect” competition 


FIRM DEMAND, 
MONOPOLISTIC COMPETITION 
P (Ib) 



FIG, Ih. Demand for product of firm under 
“monopolistic" competition. The broken 
line rfW' shows a fall in the demand 
schedule as a result of a cut in rivals’ 
pnocs. 


Clearly, the firm will not charge the highest possible price of $134, \^Tiy 
not? Because then it does not maximize its profits. It is then collecting the 
highest possible (average) revenue per unit, bur it is selling only one unit, and 
collecting only $134 of total revenue. 

How much will the firm produce, and at what price? Tliis question cannot 
be answered until we know something about its costs of production. For the 
moment, let us neglect all costs. Clearly, the best quantity for the firm is then 
around 7 units, and the best price is around $74. This answer is derived from 
an examination of the total revenue column, R — P X q, where the point of 
highest total revenue is starred. Price is not at a maximum; neither is quantity. 
But total revenue is being maximized. 
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TABLE 1 Demand Schedule foi the Indmdml Firm under Monopolistic 
Competition 


Quantity 

(1 

(1) 

Pnee 

P 

(2) 

Total revenue 
R~pXq 

(3) 

0 

S144orniore 

S 0 

1 

134 

_ 

2 

124 

248 

3 

114 

_ 

4 

104 

_ 

5 

94 

_ 

6 

84 

504 

*7 

*74 

♦518 

8 

64 

512 

9 ! 

54 

— 

10 

44 

- 


TOTAL AND MARGINAL COSTS 

It IS now simple to introduce costs into the picture Just as the firm had to 
make a guess nt its demand cun c so it must try to estimate the approximate 
dollar expense that x\ ill be incurred m producing different outputs Although 
the accounting difficulties in arming at such a total cost curve are lery great 
and may im oh e considerable guesstt ork the firm s accounting and production 
departments must endcat or to determine xthich costs are fixed independently 
of changes in output, and which are ixaiable costs changing with output Table 
2 is an example of such an estimate for a certain firm 

Fixed Costs Column (1) indicates the different levels of production per unit 
time, going from 0 up to 10 units Column (2) indicates that the firm s fixed 
costs per orae period arc $256 even if it produces nothing B) definition fixed 
cojts arc fixed, .he, raeain at $256 at all Ictela of mtput They result fiotn 

past commitments, from costs that are already sunk overhead exposes ^ 

VmiiNi Casts Column (5) hsts die estimated amounts of tonl vaiiab c 
costs per imit time at different Icids of ptoduenon By defiiiM vatiabk 
costs are aero vihei. no output is being produced But they thaiige v, fr 
quantity, , At first as oolpnt meteases vimable costs seem to gtovi <pi.ie 
^idly bI as output increases ferther — « 

play L yiriablc costs do not seem to be increasing ptoponionalely Mill. 
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FIXED VARIABIE AND TOTAL COSTS 
C 



2 4 6 8 10 

Quantity 


FIG 2 The horizontal broken line sho\u the letd of fivcd to« is m I il k ’ 
The solid line shows total cost if measured from the q ms \ anablt cost if mt i tin I 
from the dotted hne of fixed cost 


as more umts are produced, the $256 of fixed cost is spread oscr more and 
more units This explains the earl) rapid decline of aicriEt costs m hbit 2 


and in Fig 3 

After the overhead has been 
spread thm over many umts, fixed 
costs can no longer have much mflu 
ence on average costs Variable costs 
become important, and as average 
variable costs begm to nse because 
of limitations of plant space and 
management difficulties, average 
costs finally begin to turnup Thus, 
m Table 2, Col (5), and in Fig 3, 
average costs are at their loxiest at 
8 units, where they are only $60 per 
unit Expanding output beyond this 


THE U SHAPED AVERAGE COST CURVE 


$/q 



Quani ly 


point causes average costs to rise ^ ^ jlicucrwtw tium 
Thus, the average curve is U-shaped ^ 1,^ ^[,6 

falhng at first because of spreading of produenon is ■’nui it 

the overhead and economies of mass 
producuon, but ultimately rising because of diminishing returns 
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the previous units must be charged up against the third unit in reckoning 
marginal revenue, thus, the marginal revenue is $114 - (2 X $10) or $94 
Generally speaking, marginal revenue is less than that price as indicated b) 
the fundamental formula * 


revenue of nth unit = difference m total revenue in going from 
(n - 1) to n units = pace of ntii unit - loss m revenue on previous 
units resultmg from price reduchon 


Only unner pcncti tuiupcnuuii oiv 

depress price at all, is the second term zero Only dien will price and marginal 
revenue be identical This explains why a competitive firm need net er adt erase 
in order to increase its sales at die easting pnce and why it has all the business 
It w ants at the prevailing pnce 

If elasticity of demand as defined m Chap 19 fells to less than unity so that 
the percentage decrease m price always aceeds the percentage rise in quantit) 
sold any increase in output wiU actually Imr total revenue In other uords 
marginal revenue will become negative Why> Because the second term in our 
formula-the loss on previous units-uill outbalance the first teethe priw 

received on the lastunit From the standpoint of personal profit thefimuould 

do better under such conditions to bum up extra output rather than let it 
“spoil the market ” 
maximi zing prof its 

way to solve this problem IS to compuKUKJ^^^ 

the difference betweaUomlre^^t<?« -- (.gofjgtpcr 

this column tells uslatdie^timal ^ ^04 „hich that 

mut No other situation will give us as much profit as the $ 

situation brings in marginalreyense 

Col (6), .ndjliBgBU*x.<y W „ „ comioot «. 
gives us more marginal rev en pvceeds marginal revenue, v e con 

Leou^ut B-vhenevermargmal^stext^-.^^ 

. The latcrested reader might ch^ m revenue tesuhmg from rhe 

,„TabU3atsomeonecrmor^I»«^y^^^ 

pnce reduction necessary to get 


re the sale of extra units will never 
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tract output. Where is equilibrium? When vmgmal cost and marginal revcinie 
are in hlance. Again we are led to the optimal situation of maximum pro£ts. 



(■niis second way of finding die optimum point by comparing marginal cost 
and revenue is neither better nor worse dian the first method of simply 
examining total profits. They are really exactly the same thing, as is shown 
by Col. (8), labeled “marginal profit.” This is the difference benveen marginal 
revrane and marginal cost; or what is the same diing, the extra profit from each 
addinonal unit of output. So long as marginal profit is positive, wc keep expand- 
ing quantity. When marginal profit is negative, wc contract output. Wh are 
at the optimal equilibrium point when marginal costs cancel out marginal 
revmue; or what is the same thing, where marginal profit passes from -f to - 
as shown by the star in Col.(8).) 


graphical depicton of firm’s optimum rosraoN 
The three curves of Kg. 4 illustrate diis same procedure. Total re, 
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demand has become melastic Toud a,sts are using, because jou usualK cm t 

getextracmtputfornothmg 

and cost Itis shownin^oplacesonthediagram directlj bj thelo^^cstcunc 

and also as the vertical distance between the uio upper cuncs At snull out 
puts total cost exceeds total revenue and the firm cannot break men agam 
at very large outputs, price is so Ion 


GRAPHICAL DETERMINAPON 
OF OUTPUT WHICH GIVES THE 
GREATEST TOTAL PROFIT 


and costs so high that it is apin “in 
the red Somewhere in betneen is 
the optimum point of maximum 
profit 

This optimum quantity is clearly 
6 units This is where total profit is 
at a maximum This is where the 
aertical difference between the two 
upper curves is greatest ^ 

It ts also the qtmut) at nuhtch Jje 
slopes of the total revemie curve and 
the total cost cuive me exactly paiallel 
and 'Where the slope of the total profit 
curve is zero and hortzontal At anj 
smaller outputs such as 4 units, die 
two slopes are widening out, there 
fore, the vertical distance beuveen 
the two curves is increasing and the 
firm will expand its output 
At any output larger than the 

optimum, the two slopes are narrow ^nd 

mg, by moving backward, we can profit ,5 , 

increase the vertical distance be nmimum when that difference is greatest 
tw een revenue and cost Only at the , ^ where the slopes of the total cotr and 

optimum point, where the slopes revenue cunes are parallel and equal 

arc exactly parallel, will it pay to 

move neither to the right nor to the left This is the firm s equilibrium posi 
non of maximum profits 

These respective slopes of the total cost and total rev enue cun cs arc nothing 
'The optimum price cannot be unmediately indicated on this diagram Hov ever 
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B. APPLICATIONS OF THE PROFIT MAXI 
MIZING PRINCIPLES TO PERFECT COMPETI 
TION AND PATTERNS OF MONOPOLISTIC 
COMPETITION 


PRICI ANDSUPPn ONDFR PERI ECT COMPETITION 


There IS nothing mysterious about die above relations They simply repre 
sent common sense md elementary arithmetic There is no reason why they 
should not nppl) to the competiove wheat farmer as w ell as to a firm employed 
in an imperfectlj competime field 

How c\ cr, one specnl feature is present in die case of the perfect competitor 
At his optimum position marginal revenue must of course, equal marginal 
cost But AS w c earlier learned the pore competitor can sell all he w ishes at a 
given price Let us repeat this important characteristic of pure or perfect 
competition The market price is gnen to each small, competinve seller 

with small additions of oiitp it as shown by the accompanying diagram 

the relation between slope 
and aaarginal cost 



Tsvo slightly different versions represents the 

from RtoS represents one definition of marginal cost 

resulting increase m total cost s i r jvhat is 

The second definition IS given by the op . ^ j ^,tasthesizeofthetttra 

thesamethingnumcncallv 

units becomes small the discrepancy 


negligible 
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Margbal revenue and price tlien turn out to be identical, there being no loss on 
previous units to be subtracted from the price received from the extra unit sold. 


USE OF MARGINAL COST CURVE TO 
DETERMINE SUPPLY RESPONSE OF 
FIRM TO VARYING PRICES 


MC 



Quanlify 

iiG. 6, The heavy “.step” line .sho\v.s 
marginal cost when t!w units of produc- 
tion arc indivisible. Tlie hcavv curved 
line shows marginal cost when the units 
arc infinitely divi.sililc. Given a market 
price, as represented by each horizontal 
line above, a fimi will produce up to the 
point of its intersection with that part 
of the marginal cost curve whidi is 
rising. Thus at a price of S-IO a firm 
would produce about 7.1 units. At any 
price below S24, the fimi will prefer to 
shut down and produce nothing, rather 
than fail to recover even its variable costs. 


\Vc may combine the above state- 
ments, therefore, and say that a per- 
fect competitor, who has no fear of 
spoiling the market, will always pro- 
duce up to the point where marginal 
costs begin to exceed price; or as his 
Lt]uilibrium condition, we have 

Marginal cost = price 

NW wc can predict how much the 
firm will supply at different prices. If 
wc retain our previous cost data, wc 
may read off from Fig. 6 tlie supply 
schedule for the firm in terms of price. 
Tlni!!, if the price is $100, it will pay 
to produce 9 units but not 10. 'Hiis is 
because the $100 horizontal price line 
in Fig. 6 intersects the steps of mar- 
ginal cost at 9 units. Or referring 
back to the cost data of Col. (6) of 
Table 2, we sec that it p.iys to produce 
every additional unit up to the tenth, 
because that one costs $103 c.\tra and 
brings in only an additional $100. 

This assumes that fractions of a 
unit cannot be produced and sold. 
'l^Tiy should wc rule out fractions.’ 
Of course, a farmer cannot sell one- 
third of an egg, but he certainly can 


sell onc-tiiird of a carload of eggs. 
Even if single eggs represent our units of measurement, he can sell eggs at the 
rate of 1 every' 3 hours, u-liicli is one-third of an egg per hour. Tlie smootli 
em'c in Fig. 6 shows marginal costs when our units arc made indefinitely 
divisible. It, rather than the irregular steps, enables us to determine the c.\acr 
quantity response of the firm to different prices. 

Thus, when the market price at which the firm can sell is $100 per unit, 
production will be pushed to the point marked A, or to about 9.4 units. Only 
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at Aac quantity does marginal cost equal nrice Onlv 
ma\imum w hen price is $100 ^ “ 

As the price drops to $80, die firm mil snpplv onlv the i, 

the $80 price line at that output 

Suppose the price Mere onlj $70 What uould the firm supply^ The S70 
price line is seen to intersect the dotted MC cone tmee once at around 8 4 
units and again at around 0 2 unit Our formula price = MC, is ambiguous 
It gn es too many ansu ers ^\Tuch is the right one> 

There is only one final test We must compute total profit and see u here it is 
larger The ansucr is quite olnious The larger output is the correct one For 
if the firm produces only around 1 unit, its reienne is $70 X 1, its cost in 
Table 2 = $320, and its profits arc around -$250 But ifit produces about 8 
units, Its profits are about ($70 X 8) - $480 or about $80 The best output 
therefore, is at C, not at C 

It IS not difficult to patch op our price = ilfC rule so that it m ill not let us 
down again and make us recompute profit When price or marginal retenue 
equals marginal cost, we can cml) be sure that profit is standmg still But 
Mhether it is le\elmg ofl “at the top of the hill of profits," or “at the bottom 
of the \a!!e> our formula Aics not tell us We must, dierefore, add to the 
MR = MC requirement the condition that varpml cost mist be shooting up 
vtore Topidl) tim vmgmal rename At C dus condition was met, at C die 
opposite condition held A little calculation shows that this fact makes C the 
M orst rather than die best place to be It pays to mote to either the right or 
the left of that point, because profits are diere at a mimmum 


DLCREASING COSTS A^D THE BREAKDOWN OF PERFECT COMPETlllON 

From now on our rule under perfect competition must take the form 
Pnee = marginal cost, and margmal cost must be nsmg 
Altematncly, we can say that the sujqily curve of the firm consists of onl> 
that part of the U-shaped margmal cost cur\e (m Fig 6) which is rising For, 
if marginal cost is fallmg, the firm has e\ cry reason to expand its output further, 
since each new step brings it the same extra reienne but lower extra cost 
This second part of our rule is not )nst a theoreucal refinement It shofit s us 
how and w hy competition tends to breakdown' Technology of a gn en indusw) 
often becomes more and more compheated so that efficient production is possi- 
ble only on a gigantic scale Until this scale is reached, aierage and marginal 

costs tend to fall Competim efinns tend. ffierefore,w expand their output ^ 

period of cutthroat or ruinous ccunpetmonmay follow in which ail firms haic 
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heavy losses. Finally, those few finns which have the most resources or which 
enjoyed the earliest start will drive the others out of the field, leaving us no 
longer with perfect competition but widi monopolistic competition. 

Although other facts than cost were also involved, this seems to be what 
happened in the automobile industry. Out of a 100-odd American car manu- 
facturers, only a half-dozen of any significance are left. And of these, the “big 
three,” General Motors, Chrysler, and Ford are of predominant importance. 
The same thing is likely to happen to the “flivver airplane” industry in the next 
few decades. It does not happen to wheat farming, because each farmer’s 
marginal cost curve turns up long before he becomes s uffi ciently important to 
affect the market price. If an inventitm were discovered which made a million- 
acre farm the most efficient size, agriculture would cease to be as perfectly 
competitive as it is. 


MINIMIZING LOSSES AND DEaoiNG WHEN TO SHUT DOWN 


Let US return to the supply curve of our hypothetical firm. If price drops to 
1S60, the firm will produce 8 units and will just break even. (This includes 
wages of managers, and a normal return on invested capital.) 

What if price drops down to below $60, the level of lowest average cost? 
Suppose that times are so hard that the market price is only $40. If the firm 
produces about 7.1 units, as indicated by the point E where P = MC, its total 
revenue will be around $280 ($40 X 7) while its total costs will be about $431 
(see Table 2). The firm is “in the red,” producing at a loss of some $140 to 
$150. Our formula of marginal cost and price seems to have led us to min , 

But has it? If the firm chooses to shut down completely rather than run at a 
loss, its revenue will be zero and its fixed costs will still be $256. Obviously, 
Its loss 'would then be $256, an even greater sum than when it is producing 7.1 
units. In other words, equating marginal costs to marginal revenue is optimal 
even when profits are negative, because in diat ivay losses are kept to a 
mimmum. A perfectly rational businessman will disregard his fixed costs 
entirely in deciding whether to accept some extra business, for he knows that 
fixed costs will go on any^vay and, therefore, must “cancel out of any decision.” 
As long as he receives total revenue in excess of his variable costs, so that he 
has something above his out-of-pocket costs, he wiU be better off to accept the 
extra business. 


What happ^s if price continues to decrease, dotvn below even $24? At that 
figure If the firm produces 6 units, its total revenue will be $144 and its 
variable cost iviil be $144. It will be just indifferent betiveen producing or 
shutting down completely, because in either case it ivill lose $256. 
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At any price below 524, say at $15, the finn Mill not even recover its 
variable costs Ob\ lously, therefore, it will choose to shut down Our marginal 
cost and price formula is no longer relevant ^ 

'Wfe may summarize by saying that any costs that are strictly fixed should be 
treated as bygones if necessary “’ITiere is no use crying about spilt milk To 
make the best of the situation, we minimize our losses by equating marginal 
cost to price— and marginal cost is unaffected by fixed costs * It is better to 
earn something abo\ e our variable costs which can be applied toward our fixed 
cost commitments, than to have to pay out fixed costs while receiving nothing 
The above analysis refers to die short run In the long run our fixed com 
mitmcnts finally expire Contracts termmate Buildings wear out and the 
decision arises as to whether they diould be replaced or contracts renewed In 
deading this question, no costs are (as yet) fixed In the long run therefore 
the firm is not forced to produce at a loss It will sail produce that output at 
which marginal cost equals price, but firms will enter or leaie the industry 
until price is just equal to average cost 
Therefore, when there is free entry our long run equilibrium condition 
for a perfectly competitne firm can be written as 

cost = pnce = average cost* 


FIRM AND INDUSTRX 

Now that w e ha\ e the short run supply response of the competitive firm w e 
are able to show exactl) how the mdustry s total supply curve is formed Figure 
7 show s die picture of a typical smaU firm side b> side with that of the whole 
industry Note the great difference in scale of quantity along the firm s hon 
> It tells us that producing 5 units is better than producing 4 or 6 But all are uotse than 

meal as long as margmal wst is bdmv cost cun e lies ibov c 

the V. erage down Similarly it can be slwvn ^ therefore that 

the average cost curve the average cost curve m average curse must be 

at the intLection of the marginal and the average cost cun es the average 

just standing still at its minimum value .imificance to this minimum 

Th. « b. W »,ll 
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zontal axis as compared to the industry. The picture of the firm can be thought 
of as representing a thousandfold magnification of a little vertical strip around 
the equilibrium point of the industry. The industry demand curve DD is so 
stretched horizontally that it appears perfectly flat on the firm’s diagram, or 
as dd. 

ADDING THE SUPPLY CURVES OF COMPETITIVE FIRMS 
TO GET THE SUPPLY CURVE OF THE INDUSTRY 



to the price ranges at which the firm will operate and at which it will shut down. This 
curve is summed horizontally 5,000 times to get the industry supply curve SS assuming 
all 5,000 firms are alike. The demand curve for the firm is dd, a horizontal straight 
line, since the output of one firm has a negligible eifea on price. Geometrically, dd is 
the same as a very small segment oWD around the point E, the segment being stretched 
out to the scale of the firm diagram. 

However, the/m’r supply curve is not flat, but is as indicated. Also, the 
industry’s supply curve is nothing but the mn of the amounts that all the firms 
will produce at each of die prices. If all the firms were exactly alike and if 
there were 5,000 firms in the industry, then the industry supply curve SS 
would be a 5,000-fold exaggeration of die ss curve of each firm.^ It would 
appear infinitely flatter than the firm’s supply curve, were it not for the great 
change of horizontal scale. 

‘ If the enterprises are not all alike, and not even two farms in the same county ever are, 
the industry s supply curve is soil the resultant of adding (horizontally) the supply responses 
of all the individual firms. 
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1 his completes the story of the djort run supply conditions of a competitive 
firm The long run supply cun e of the industry \ ill tend to be e\en flatter than 
SS for a number of related reasons (1) At pnces belou foil unit cost (including 
costs that are fi\ed only in the short run) foe quannty supplied Mill fall off 
1 er> rapidl} For after all businesses will not go on producing at a loss in 
definitely if they can help it andinfoeltmgrun they can simply refose to keep 
up their imcstmcnts and to reneu their commitments (2) If high pnces are 
maintained for an indefinitely long penod of time new firms Mill enter foe 
industry Thus the long run supply curve may become 10 000 or 50 000 umes 
as large as each firm s cun e rafoer than imly 5 000 times as large (3) Each 
firm s supply and marginal cost curve Mill be flatter m foe long run because 
it need not confine itself to the same old plants and equipment It has time to 
add such ncM buildings and machmes as Mill enable it to produce more output 
for less extTi cost 

For all these reasons the industry s long run supply curve Mould be rafoer 
hke the short run SS cur\e afta foat curt e had rotated clocknise around foe 
equilibrium point as a pivot and had become much mote nearly horizontal 
The student should drau in such a curve and label it S S 

The history of agriculture in each past war illustrates hoM supply is more 
clastic in the long than in the short run hen food prices fly skym ard output 
does not at first respond very much But repeated years of prosperity finally 
send production greatly upward After Ac boom has passed years and ye«s of 
painfully low prices may be necessary before downward agncultural readjust 
ments arc made 


PRICE AND COST UNDER MONOPOUSHC COMPETITION 
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company has no exact way of judging the elasticity of demand for its many 
products. 

Realistically speaking, we must recognize that modem business firms— even 
the largest — are unable to calculate their marginal revenue and marginal cost. 
They cannot determine their optimum price and output with nice exacti- 
tude. Yet the day’s work must somehow get done. Prices must be set on their 
products. 

This is where unit or average costs enter the picture. In a competitive 
industry this concept has only limited nsefiilness. The firm’s supply was condi- 
tioned only by the extra costs, costs of the last units, or marginal costs— not 
by average costs.* Other competing firms might enter or leave the industry so 
as to drive price toward average costs. But die smgle competitive firm had no 
reason to concern itself with average cost. Indeed, as we saw in the chapter on 
Supply and Demand, the only influence of cost on competitive price is through 
its indirect influence on supply. Neidier the auctioneer nor the stock ticker 
has any respect for ancient history. 

Put yourself in the position of the president of a company producing many 
products where prices are at its disposal. Your last year’s sales are known to 
you, but your next period’s sales can only be guessed even if you leave prices 
unchanged. Not knowing the extent or elasticity of demand for your products, 
you will be unable to determine marginal revenue. What will you do? 

Probably, you will call in your accountants and sales managers. “Boys,” 
you will say, “what will our volume of output approximately be if we stay on 
our toes and keep our share of the market?” In making their answers, the 
sales force will have to guess at the probable level of business activity, con- 
sumers’ needs, etc. 


After they have made their estimates, you will turn to the cost experts and 
probably ask for the unit cost of producing each product in question at those 
levels of output. There will be plenty of headaches in aiming at any sort of 
^e. For example, how shall the administrative and plant overhead costs be 
allocated benveen different products? Or if a given process simultaneously 
,omt like meet md Wee, kc™, «1 fc cost, be allocated 
b^effl thm? Or if a building wlU laat for uumy years, how muck *onld he 
charged against current operations? 

Headache or no headache, it is the duty of the accountants to come out with 
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This explains, for example, die railroad price wars of die pa^i ctr<:v.:^ 
Customers shipping goods from Chicago to New York will always p-.ck tl.e 
route that offers even a few pennies of extra cheapness. Thus, cacli of tl;c tlirtc 
or four trunk lines would intermittently undercut the c.\i«ting rate sclndiilr- . 
until finally a disastrously low le\'el of rates was reached. At the siiiic tinif, fr- 
short hauls where shippers had no alternative, the railroads would pel. up tiu 
rates — ^thus creating an anomalous, discriminatory pattern of ch.iryec. Tm 
Interstate Commerce Commission was established in iSS7 to rcyuhic r.iilr<’-d 
rates and earnings and prei'cnt such unstable price conditions. 

Even without government regulations, in industries charactcrircd h\ liww 
overhead costs and identical products, there usually grows up the rcalir.itK'-i 
that competition is ruinous. Formal or informal meetings are iicld, wIioh 
theme song is ‘‘We’re all in it together." Each firm is taught the lesion ihu 
other firms tvill not stand idly by while it cuts its prices; rather they too w ill 
cut their prices, so that everyone will end up worse off. 

Therefore, tacitly or explicitly, the firms try to agree on a price tint mi> i- 
mixes the profits of all. Trade associations, keeping one eye on the JiKticc 
Department la\vyers who enforce the Sherman Antitrust Act, may impow 
penalties on any chiseler in the industr)' who makes secret price conce<sio-t« 
Occasionally, as new conditions or firms upset the sMus quo m tlic mdiutp-. 
another price war may break out-to last until everyone has again leamnl 

lesson and the morale ofthe industries restored. 

In finishing with this second pattern, we must note that the desire of coqv .a- 
tions to earn a fair return on their past investment-s may be « ^ 
w^ll-being of the consumer. Too much plant capaeiti' may have 
the indusL in the past; but that isn’t justification for contimimp higli P*icc 

entciprise w^y of discouraging cxcc« capaata-. 
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and its slogans. Its monopoly profits are plowed back into Wer researdi 
and advertising, so it is always able to keep abreast or ahead of its rivals. 
General Motors, duPont, and General Electric are perhaps typical of such 
companies. In setting prices, a “reasonable” markup over computed unit costs 
is introduced. Long-run considerations such as the possibility of developing 
new mass markets keep the firm from “charging all that the traffic will bear” 
in the immediate ftiture. Moreover, fears of new rivals ^d aroused public 
opinion often keep the corporation from being “hoggish” in setting prices. 

Because research and advertising are expensive and their results cumulative, 
success tends to breed success, and profits tend to breed more profits. There- 
fore, small business cannot always effectively compete with such firms. While 
admitting the efficiency and progress of some of the monopolists described, 
critics go on to argue that society would be aitt better off if the full advantages 
of efficiency were passed on to consumers, or plowed back into research aimed 
at technological improvements and not simply at profits, if less advertising 
dollars were spent on “soap operas” and jingles, and if more research dollars 
went into fundamental science rather than into patentable gadgets. Obviously, 
this is a controversial subject, upon which each citizen must form his otvn final 
judgment, 

4. FubMy Regulated Mompolies. As a last case, let us consider a “perfect” 
monopoly licensed by the state and under government regulation. Such public 
utilities include gas and light companies, telephone and communication services, 
railroads and public carriers, etc. Since it is obviously uneconomical to have uto 
local sets of telephone wires, an exclusive franchise is given to a single com- 
pany. (VWiy is not the same thing true of milk delivery?) 

But having given the utility company a complete monopoly, the state steps 
in to protect the consumer by setting maximum rates. Usually this is done by 
public regulating commissions, which specify the maximum prices that can be 
charged for each kind of service. 

In setting such prices it has long been customar)' to pick prices that vrill try 
to give the company a feir return on its capital. Rates such as 5, 6, or 7 per cent 
are often selected as representing a fair return. 

Much more complex is the question of determining the capital value base of 
the company to which this “fair rate” is to be applied. Three measures of fair 
capital value have been suggested at one time or another: (1) orlgiml a>st 
(minus depreciation), or the sum of all past prudent investments; (2) atnevt 
reproductim cost (minus depreciation), or the cost of replacing the company’s 

eqmpmentatpresent prices, corrected for the age and condition of thepropert)^; 

and (3) capMisted vmrket value of the public utility’s securities or assets. 
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Of these tneth 
As was shown m 
good will (Chap 
by capitalizing its 

to use capitalized market value as a base for measuring rapttar^ould be 
tantamount to recognizing level of eamng high or low, as fair Once 
having been capitalized, excessively high earnings mil appear as only moderate 
interest returns, and the same is true of excessively low earnings The method 
of capitalized earnings begs the question that the authorities must ansuer' 
The American courts have dierefore vacillated between ongml cost and 
repToductton cost So long as die general price level does not change thetuoare 
not lery different But over a period of decades when prices may greatly 
increase, reproduction cost w ill involve hi^er earnings and rates than original 
costs In periods of declining prices the revase discrepancy is to he observed 
The use of original cost leads to greater leniency to the nonspeculative investors 
m public utility securities But reproduction cost leads to a more flexible price 
structure and gives less weight to die dead hand of past costs ' 

In addition to the case of industry and firm supply under perfect competition 
four different imperfectly competitive price patterns have been described here 
Numerous odiers could have been discussed uith equal profit had space 
permitted 

'From the standpoint ofthe advanced discussions of wdfare economics neither method 
IS ideal Wmers in this field have set up a perfecomust formula which would im olvc pricing 
of public utility services at not more than the extra or tnatginal costs of services Howeiet 
this IS 3 radical doctrine which as a practical mattw few economists would endorse It 
could lead to excessive returns to the owners if demand was large m comparison with 
capacity But more likely it would lead to inadequate temms to original investors Although 
the state could then ifit wished to secureby a subsidy pisuce for investors without inter 

fenng with desirable output or price this would rqiresent a departure from present practice 
The great Federal power projects such as the TVA and Bonneville Dam are from one 
Mewpouit partial approaches toward such a system of pricing However the fact that the 
government can raise capital in larger sums and at lower costs than pnvate industry and the 
fhet that the same set of dams can simultaneously achieve the ends of national defense 

naviEation flood control and irriganon make any simple yardstick comparison between 

pnvate and public operations impossible 


, , ^ to be nonscnsinl 

the Mriier discussion of interest and capital (Chap 3) and 
6), the market value of any income earning propert) is given 
annual return by the interest rate For a re«,Iar,ncr 
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SUMMARV 


A. MAXIMIZING PROFITS OF THE FIRM 

1 . In this chapter we have seen how an individual firm must use estimates of 
its revenue and cost to arrive at die price that yields the greatest profit. Hiis 
optimum simation can be recognized by the requirement that marginal cost 
and marginal revenue must be equal, with the former rising more rapidly than 
the latter, and with total revenue at least in acess of all variable costs. 

2. This analysis applied to perfect competitors as well as to firms with some 
monopoly power. The supply curve of the competitive firm was derived from 
its marginal cost curve. And the summation of the supply curve of all firms 
gave us the supply curve of the industry. 


B. PATTERNS OF PERFECT AND MONOPOLISTIC COMPEITTION 

3. Most firms were seen not to be perfect competitors. Price not being given 

to them, their problem is not that of responding along a supply curve. Instead 
they must set a best price. Since the typical firm has at best only a hazy notion 
of the elasQcity of demand for its products, it is not in a position to make nice 
calculations of marginal revenue and marginal cost. Instead it often is content 
with some sort of calculation of unit or average cost, from which price is 

detetmmed after the addition of some pciccntagemarlmp.Thcpcculi» 

of rivalry and consumer demand chaiactaisric of the industry and the state of 
general business activity wiU determine whether the markup is likely to be 
or small, or even negative. In an indirect sense, therefore, rough guesses 
of the s demand curve and marginal revenue do influence its behavior, but 
these influences remain indirea and rough. 

4. Finally, fm t^ical market and price patterns vvere described: chroni- 
cally overcrowded sick industries; the case of a few firms producing identical 

Muctsandintermntentlytendingt^^^^ 

S^di ir? by scientific 

res^ch and advertising efficiency; the case of public utilities subject to 
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QUESTIONS FOR DISCUSSION 

1 Whac does ic mean to saj that a coqjoration charges what the traffic will bear^ 

2 How w ould you divide the \ arious elements of cost as betw een fi\ed and \ anable 
costs paj rolls, power and light, taxes depreaauon executives salaries, raw materials 
etc> 

3 VlTiat IS the numencal 1 alue of marginal rex enue w hen the demand curve is of 
unitary elasticit) , as in Table 3 of Chap 19> 'WTij ? 

4 “If price IS only equal to marginal cost under competition how can firms exer 
hope to cox er their full costs, including ox erhead costs’ ’ Discuss 

5 IVhat would axerage and margmal cost look like if fixed costs were SlOO, 
axeragc x anable costs were constant at $10 per umt (total x anable costs ni fT Pasin g 
proportionall> with output)’ Plot marginal cost axerage (total) cost, axerage variable 
cost, and axerage fixed cost on the same diagram 

d “A lump-sum tax on a firm xxill haxe no effea on its best output and pace, so 
long as the firm stajs in business Similarl), a 10 per cent tax on a firm’s profits will 
not change its best price or output ' Why are these statements true at least in the 
short run’ Could the same be said of a wx on sales or on each unit of goods produced’ 
Why not’ 

7 Descnbe the pattern of competition and monopoly in the automobile industry, 
the agarette mdustr>, the aluminum industry, die mousetrap industry, the women’s 
dress trade, the retail grocery trade, the barbershop trade 

8 (a) A perfectly rauonal entrepreneur xxill disregard his fixed costs in setung 
prices (b) Heavy fixed or overhead costs often make for cutthroat or ruinous compe- 
uaon xvhich leads to monopoly and die death of compeuuon Are these txx 0 statements 
consistent’ 

9 “The tragedy of monopolisnc competition often has nothin? to do xvith exces 
sive profits Rather there may be no profits at all, the high price being frittered away 
in small volume and inefficient production ’ Discuss 

10 “It IS utopian to try to break monopolies up into exen a few effectivel) com 
petmg units, because the basic cause of monopol} is the laxx of decreasing cost xvith 
mass producuon and, in an> case, a few compeutors are not enough to duplicate the 
pricing patterns of perfect competition ” Discuss both parts of this statement 



Chaper 22: production 

EQUILIBRIUM OF THE FIRM AND 
THE PROBLEM OF DISTRIBUTION 


THE same common-sense principles that guided a firm to the point of optimum 
output at which profits are maximized apply also to more complicated decisions. 
Thus, a firm that produces numerous commodities ratlier than just one will 
push the production of each to the point where its extra cost just balances the 
extra revenue it brings in. 

Similarly, a firm that is spending money on advertising will push its activities 
until the last dollar spent upon advertising — ^in the best way — brings in exactly 
one extra dollar of revenue. For so long as each new dollar of selling expense 
brings in more than an extra dollar of net revenue, the firm will continue to 
expand its advertising budget; and when each new dollar brings in less than a 
dollar, the firm will contract its expenditure; etc. To take another example, a 
firm will decide to make its product more durable, more attraetive, or more 
diffwent up to the point where the extra money revenue it derives from the 
qualitative ehange is just balanced by its extra cost.i 


‘These balancing principles explain why a finn selling exactly the same product in 
Maent independent markets will find it advantageous to quote different prices in each. 
Such price discnmination may not be traceable to any legitimate differences in cost, but is 
introduced purely because it will bring in extra profits to the firm. In allocating a given 
total of product between the different markets, the firm will charge the lowest prices in 
those markets ivhere customers react mostr/art/ral/y to price. 

More specifically, the firm will keep reallocating output between the markets until at 
the optimal equdibnum allocation the ejctra rrvm/r brought in by o unit of output is thssms 

rn«-rrywto.Othenvise It would pay to stvitch output from the markets with low marginal 

revenue to those with high marginal revenue. Of course, the fact that marginal revenues 
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These maximizing principles are purely formal. They are rather empty, 
because they are easier to describe than to use in practice. They are like 
modem recipes for rabbit stew which omit the traditional beginning, “First 
catch your rabbit," They are like exhorting a shy man to become the “life of 
the party” by det'eloping charm. If one had enough information to apply the 
precepts, one could probably do very well without them. 

However, they do throw some light on certain more complex cases of the 
firm’s equilibrium. Thus, they help to eiqilain, in a formal way, the production 
equilibrium of the firm. This problem constitutes the first part of our chapter, 
while the second discusses the mote general problem of what determines the 
prices of productive services and the distribution of income. 


A. PRODUCTION EQUILIBRIUM OF THE FIRM 


final froduction equilibrium: direct approach 


Let US e,xaminc, then, h ow a firm determines the eouilibrnim amount of 
inputs which it will hire. Confronted with market costs of labor, land, ma- 
chinery, etc., the firm will respond with a definite demand for each. Exactly 
hoxv are these demands determined? 

T he ansxver lies in the desire of the firm to maximize profits . Each mput 
mil be hired up to the imvt ’wlwre th extra cost of the last little bit of it as greatjs 
t he extra revemtg it brings in . The extra revenue brought in by hiring a last man- 
hoUTrflSoris the r^ of two things: (1) the extra physical output diat Ae 
factor adds and (2) Ae dollars of extra revenue that the extra output brinp m. 
The extra cost of the productive factor is usually simple to determine: it is the 
price of the services of land, the M>age (or price of labor), the price of ma- 
chinery, and so forth.* 


arc finally equal in every market implies that prices will be tmrqiial since the divergence 

between price and marginal revenue differs with the elasticity of (kmand, 

•This statement assumes that the finn is too small a buyer to affect prices of the inputs 

If the firm is such an important part of the factor market that It can ire more inpu 

by bidding up their price, then the extra cost of the last unit of input is greiter than the 
paid to it— greater by the increase in price that must be paid to al ‘ 

reader mty iccaH a similar discussion in the previous chapter (p. 498), explaining > 
marginal revenue fells short of price. 
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may wire our conditions of production equilibrium between extra input 
revenue and costs, therefore, in the following form: 

Extra physical product of each input X marginal revenue of oulput 

= price of each input 


There are as many such relations as there are different classes of inputs. 

This is simply anodier application of the fundamental rule that a firm 
maximizes its profits by changing anything until the extra revenue and extra 
costs of that "anything” are just in balance. If labor cost $2 an hour and if 
hiring one extra unit of labor would bring the firm extra output from which it 
would receive S3 extra revenue, then the firm would certainly decide to hire 
that extra hour of labor. In fact, it would continue to hire all extra hours of 
labor whose “marginakevenue-products” are $2.50, $2.25, or $2.01. But it will 
not hire extra hours that cost S2 and bring only in $1.99 or less. The same is 
true for acres of land, bags of fertilizer, and other capital goods. 


THE INDIRECT APPROACH TO THE PRODUCTION EQUILIBRIUM 

The above formulation makes unnecessary any separate discussion of the 
cost curve of the firm, and short-circuits the problem of deciding on an optimal 
output. For, if the firm has wisely selected all inputs, then it has already im- 
plicitly decided on the best output, since output is physically determined by 
inputs. 


However, m practice it is often convenient for the firm to subdivide its 
complete decisions into wo stages: (1) to determine the best ways of combin- 
ing inputs so as to have a total cost cun'e which is as economical as possible, 
an t en (2) by bringing in demand considerations to supplement the cost 
an Jsis, to determine the best output that will maximize profits. 

This second problem has already been solved by marginal cost and marginal 
revenue m the preceding chapter. In this section we propose to solve the first 
problra to go behind the cost curve and show what the conditions of 
e^ilibnum are in the hiring of inputs so as to keep total expenses dou-n ro a 
minimum. 

idfrirfTS, Sttps, vi-e should gut ™ answer 

rfmdatothatrfihudm«approadidirassedauionieutagoi,veshc»tM&,d 

‘a'"" ** ““ ** cost. 

to us proceed then to our analysis of the productiont 

the cost curve. 
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the “production ruNcnoN” 

Up to tliis point we have accqrted the cost curve widiout raismg questions 
as to its origin. However, the engineer or technical expert cannot alone make 
the dollars-and-cents decisions that lie back of the cost curve. Such an e.\-pert 
can only pretend to pass judgment on the physical relations that exist between 
output and different productive inputs, such as land, labor, and fertilizer. Any 
complete economic theory must be able to explain how a firm will decide on 
the cheapest mode of production; i.r., on the optimal proportions in which the 
different economic inputs or “factors of production” are to be combined if total 
dollar expenses are to be kept down to a minimum. 

Our technical expert has completed his job when he has handed on to the 
economist, accountant, or cost engmeer the physical relationship betaxeen output 
and various inputs. This relationship is called the “production function." The 
production function tells us how much output we can hope to get if we have so 
much labor, and so much capital, so much land, etc. 

In the simplest case, where there are assumed to be only two inputs, labor, 
L, and capital, C, and one output, q, the production function is given by a nvo- 
way table as in Table 1 , which looks very much like a baseball schedule or 


TABLE 1. Vroductm Fmct'm Relating the Aiimm of Output to Varying 
Cmnbimtms of Labor and Capital Inputs 


s 

6 

346 

490 

600 

693 

775 

846 

D 

5 

316 

448 

548 

632 

705 

775 

0 

4 

282 

i 400 

490 

561 

632 

693 

1 1 

3 

24S 

346 

423 

490 

548 

600 


2 

200 

282 

346 

400 

448 

490 

i 

1 

141 

200 

245 

282 

316 

346 



1 

1 

2 

3 

4 

5 

6 


No. of units of labor 


like a mileage chart giving the distance betxvccn different ciiws. ong e 
left-hand side are listed the vaiying amounts of capital, going om 1 ^t up 
through 6 . Along the bottom are listed the amounts of labor, going 
through 6 . If wc arc interested in knowing exactly what output there will 
when 5 units of capital and 2 units of labor are available, we count up m 
of capital and then go over 2 units of labor. The answer is seen to c 
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of product. Similarly, we find that 3 units of capital and 6 of labor will produce 
600 units of output. Thus, for any combination of labor and capital, the pro- 
duction function tells us how mudt product we will have (using, of course, die 
best methods as decided by the technical engineer). 


THE LAW OF DIMINISHING RETURNS ONCE AGAIN 


In Qiap. 2 we met the law of diminishing returns which told us that adding 
more and more of a variable factor (like labor) to a fixed factor (like capital) 
resulted eventually in smaller and smaller additions of product. This can be 
very nicely illustrated by Table 1. 

First let us give the name “marginal product of labor" to the extra produc- 
tion resulting from me additional unit of labor. The use of the word “marginal" 
rather than “extra” is by analogy with such concepts as marginal cost (which 
we earlier defined to be the extra cost resulting from one additional unit of 
output) . At any point in Table 1 the marginal product of labor can be derived 
by subtracting the given number (representing product at that point) from the 
number on its right lying in the same row. Thus, when there are 2 units of 
capital and 4 units of labor, the marginal product of an additional laborer is 
48 (448 - 400). 

By the “marginal product of capital” we, of course, mean the extra product 
resulting from one additional unit of capital, labor being held constant. It 
involves a comparison of adjacent items in a given column. Thus, when there 
are 2 units of capital and 4 units of labor, the marginal product of capital is 90 
(490 — 400). The reader should be able to compute the marginal product of 
labor or capital at any point inside the table. 

Having defined what we mean by the marginal product of an input, we are 
now in a position to restate our old friend, the law of diminishing returns; 

jUs we hold a fixed input umstant and increase a variable input, the viar- 

\lgiml product of the variable input ‘will decline-at least after a point. 


To Illustrate this, hold capital constant in Table 1 by sticking to a given roiv 
pay that corresponding to capital equal to 2 units. Now let labor increase 

^ ^ ^0 282 units, or 

by 82 umts. But the next nose of labor adds only 64 units (346 - 282) 
Diminishing remrns have set in! Still forthcr additions of a single unit of labi 
^e us respectively only 54 extra units of output, 48 units, and finally only 42 
ts. The reader should check some other row to verify that the law of 
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diminishing returns holds there too. He should also verify that the same law 
holds true when labor is held ccmstant and capital is added in a number of 
steps. (Hint; Examine the changes in product in any colimm) 

At this point, it is well to recall the explanation given for diminishing re- 
turns. In Chap. 2, this^vas attributed to the fact that the fixed factor decreases 
in pTOportim to the variable fector. Each unit of the variable factor has less and 
less of the fiixed fector to work with, and it is only natural that extra product 
should begin to fall ofif. 

If this explanation is to hold water, there should be no diminishing returns 
when both factors are increased in proportion. When labor increases from 1 
to 2, and capital mmltmvmsly increases from I to 2, we should get the same 
increase in product as when bodi increase simultaneously from 2 to 3. This 
can be verified from the table.^ In the first move we go from 141 to 282, and 
in the second move product increases fran 282 to 423, an equal jump of 141 
units. 

Also, this explanation of diminishing returns in terms of the proportions of 
the inputs would lead us to expect that increasing capital will improve the 
marginal product of labor. Again this can be verified from our table. The fifth 
unit of labor adds 48 units of product when there are only 2 units of capital. 
But at 3 units of capital, a fifth unit of labor adds 58 units of product. 

COMBINING INPUTS OPTIMALLY IN ORDER TO PRODUCE A GIVEN OUTPUT 

The numerical production function shows why the engineer is not able to 
tell us definitely how any givoi output is to be produced. There is more than 
one way to kill a cat. And there is more than one way to produce any given 
output. Thus, the bold-faced numbers in Table 1 show that the output, q = 346, 
can be produced in any one of the following trays:® 

TABLE 2. Alternative Ways of Producing the Output q = 346 



Labor 

Capital 

L 

C 

A 

1 

6 

B 

2 

3 

C 

3 

2 

D 

6 

! 


'■ Not all production fanctions met with m real economic life would hare these special 
propenies. 

» The reader can and should make up a similar table for output equal to 490 units or to 
some other number. 
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As far as the engineer is concerned, each of these combinations is equaUy 
good at producing an output of 346 units. But the accounmt, interested m 
keeping profits of the firm at a maximum and costs at a minimum, knows that 
only one of these four combinations will give the lowest costs. Just which one 
will depend, of course, upon the respective prices of the nvo factors of 
production. 

Let us suppose that the price of labor is $2 and the price of capital $3. Then 
the sum of the labor and capital costs in situation A will be $20 (1 X $2 plus 
6 X $3). Similarly, the costs of B, C, and D will be, respectively, $13, $12, 
$15. At these stated input prices, there is no question that C is the best way 
of producing the given output. 

If either of the prices of the inputs changes, the equilibrium proportion of the 
inputs will always change so as to use less of the input that has gone up most in 
price. Thus, if labor stays at $2 per unit, but capital falls to $1 per unit, the 
new optimal combination will be B, where more capital is used and less labor, 
and where total cost is only $7. The reader should verify this by computing the 
total expense of each other combination and seeing that they are higher. 

Exactly the same sort of thing can be done for any other output; as soon as 
all input prices are known, we can experiment until we have found the best 
input combination and the minimum cost of production. (To clinch his under- 
standing of the principles involved, the reader should work out the optimum 
production decision and cost for output equal to 490 units when price of labor 
IS $2 and price of capital is $3.) 

To summarize: The total cost curve, which up until now we have accepted 
without question, is really the result of some complex economic decisions with 
respect to the optimal way in which inputs are to be combined to produce any 
given output— decisions that can be made only when the technical “production 
function” is known and after the prices of different inputs have been specified. 

From our arithmetical examples and from common-sense reasoning, we con- 
clude that the following rule must be followed in making optimum production 
decisions: 

To keep the total cost of a given output dovm to a viiniviuni, alimys hire 
the productive factors until the vmgiml product of the last dollar is made 
equal in every use; or until 

Marginal product of labor _ marginal product of capital 

Price of labor price of capital — • • • 
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The constant to which each of these expressions is equal is called the “mar- 
ginal product of the last dollar spent.” In a more advanced discussion, this could 
be shown to be the reciprocal of our old friend marginal cost (which is defined 
as the extra dollars per extra unit of product). Therefore, our fiindamennl 
condition could be stated in another Avay: At a lowest cost position, the price of 
each input is proportimal to its vmpnal physical product, the factor of propor- 
tionality being imTginal cost. 

Carefully note that a rational firm will not combine inputs until their mar- 
ginal products are equal; it would be absurd to expect the marginal product of a 
man-year of labor to equal that of a kilowatt-hour of electric power or that of 
a pmch of fertilizer. Only after the marginal products have been rendered 
comparable by dividing them through by their prices and putting them on a per- 
dollar basis, will there have to be equality. 

To clinch the fact that the marginal product of the last dollar must be equal 
in every use, the reader should ask himself what he would do if the last dollar 
spent on capital were yieldmg him more dian the last dollar spent on labor. 
Vlhuld he not benefit by transferring one or more dollars away from labor and 
on to capital until there was finally an equality? Only then would his costs be at 
a minimum. 

It is important to emphasize that this fundamental equality condition of 
equilibrium holds everywhere along the cost curve, whatever be the ouqjut. 
This condition does not tell the firm where it should finally produce. It would 
be astonishing if it did, since nothing at all has been said about the firm's 
demand curve. Our condition of equality does assure the firm that it has selected 
its inputs properly so as to keep its total and unit costs at a minimum for each 
ouqiut. That is all it does. 

Some readers will wish at this point to turn to the Appendix to this chapter 
where the common-sense equilibrium condition of this section is explained in 
graphical terms. 

FINAL PRODUCTION EQUILIBRIUM; INDIRECT APPROACH 

Let US now add to the above analysis xvhat we already know about the firm s 
behavior in picking the verj'^ best highest profit output. Our nvo indirect steps 
should then end up at the same place as did our direct approach. 

Chapter 21 told us that the firm wmnld produce up to the point where mar- 
ginal cost and marginal revenue are just equal. We have just shown that the 
price of each input must be equal to marginal product muldplied by marginal 
cost. 

At the final complete point of equilibrium, therefore, we may replace mar 
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ginal cost by marginal revenue. Consequently, in the final equilibrium, it turns 
out that the price of each input will just equal the result of multiplying its 
marginal physical output by its marginal revenue. 

But this is precisely equivalent to the original result, shown in bold-faced 
type on page 520. ^^Tiich is only as it should be. Any way you look at it, we 
must always be able to say: 

At the filial point of equilibThmt, the Jinn aioill hire each factor mtil its 
extra revemte is just equal to its extra cost, or until its price is just equal to 
its marginal physical product times marginal mmue of output. 


B. THE MARGINAL PRODUCTIVITY THEORY 
AND THE '^PROBLEM OF 
DISTRIBUTION^'^ 


This completes our discussion of the marginal product theory of production. 
Because the broader significance of this tlicory has occa.sional]y been evag-' 
gerated by economists, a few qualifying remarks may be in order. 

First, it is not a theory that explains wages, rents, or interest; on the con- 
trary, it simply explains how factors of production arc hired by the firni, once 
their prices are known. ’ 

This fact tvas not adequately appreciated by the originators of this theory 
some 50 yjs ago. Most of them tended to think of national income as one 
b,g mass of output which had somehow to be distributed among laborers 
and capuUiK. Ucy looW f™ prinnipfc avoiu 

^4.mbim«oftlu,„alp,od«na„d«WOTnlddcrc™ 

fair land rents, and fair interest rates on capital.” ^ 

One foolish principle, first suggested, said, “Give every input what it 

input really produced. Social output is always the joint result of all inputs just 
t<t inJ A, ^ "'j'* 

to describe the division of the nationannfv, ’ 'he term 

-d it is this sense used here. ReaTr^rT' 

histoncal discussion and turn dircctl)^ to the App^dL*" principles may skip this 



productivity as a theory or nisi rhh i kin 5;- 

first fonnula often leads to preposterous results. According to tlic sp-ilATiun 
of the workers, “Take away all labor, and capital will produce nothinc. Ihcrc- 
fore, all our product should go to labor, which ‘really’ produces all.” 

The apologist for the capitalist could counter with the assertion, “Sa inai 
on a desert island to eke out a living with their bare hands, and thc\ c.innf': 
produce one-thousandth part of what can be produced when tlicy have c.ipit.il 
Therefore, almost all of the product should rightfully go to capital. Of coutH. 
laborers must be given enough to keep them alive and reproducing thi-nuLh i 
just as must horses. But anything they get above this should be rccocni?c-il for 
what it is-i>hiIimthropy and not justly earned.” 

Obviously, die debate is only beginning. Along comes the landownvr’^ 
lobbyist to say, "Even Archimedes couldn’t get anjmlicrc without a pl.icc to 
set his lever. Perhaps without labor there would be no product Iwrc Hut 
without land there w-ould be no ‘here’ to be! Therefore, land dc^tnes .ill " 
Each of these arguments is absurd, because the principle of giving each facicr 
what you would lose if you took it all away is absurd. Such a mcthml won't 
“add up.” Instead it tends to give away the total product as many times (net 
as there are factors of production. 


CLASSICAL THEORIES OF RENT 

It tvould be out of place hete to jo beyond brief mention oftlit mher dilTtr. 
tnt attempt of the “cteieal” teonomists to define .that a pntn f 
ptodnees by letting it avotk only ttith othm fattors of mtl, p..or Ftnit .1 n 
L ate 4e” In such a situadon, all of the prodae, »a< thoupht m b, 

;r:dr;xs;rerptx::::d-^ 

competition. ., , produci of .1 

varion and just bad enough to be free for ' , of I' l! !' 

also identified that of land, ibeg ccntbcoutputpnducnlln lal''t 

t^tnofdtebad Wb,-fcdilf«entete-n*cou^^^^^^^ 

on it over what similar labor uas ft ’ . |,forji,inb,ilbtw;;pe 

How shall we lodge thi.anemp.n.dttel.pafotmul.1 
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"T wtdrf each inpat’s contribution. Instead it simply examines one 

£SUoflwin.d>ich supply andde^^^^^ 

Slam to determine their prices, and it breaks donm completely as an 
explanation if land, labor, and capital were homogeneous. 

the SO<:AliED "MAHGINiO. PROOUCnviTY THtaRV OF DtSTOlBUTION” 

All ^vould have been n-ell if at this point economists had recopiaed the 
ki..., JicmhonW social nroduct by identification of factor shares as a 


L one, and instead had concentrated upon the complex problein of Ae 
interplay of supply and demand for all productive services as well as for 
consumption goods. 

But still pursuing (he nilW-thfr-nisp, they finally came up, half a cenn^' 
ago, widi the marginal productivity theory of distnbution, according to tvhich 
“Each input should be paid the amount of product added by its last small unit.” 

For example, suppose that adding 1, 2, 3, and finally 4 units of labor to 3 
feed units of capital will result, respectively, in 12, 9, 6, and 5 extra units of 
output. The believers in this theory said, “Don’t give to eatii of the four units 
of labor (12 + 9 + 6 + J)/4 or 8 units of product per laborer. That will 
leave nothing for capital. Instead, since the laborers are all indisringtiishable, 
give diem each only as mudi as the last unit produced, or S each. This will 
leave 12 units [32 - (4 X 5)] for die 3 units of capital, or 4 units of product 


per unit of capital.” 

Their confidence in this formula increased tremendously whtai some econo- 
mist discovered that, under certain not too implausible conditions, there mtis a 
mathematical law (Euler's theorem) guaranteeing tliat “what was left over to 
be dirided among each uiut of capital would also turn out to be precisely equal 
to the productive contribution of the last unit of capital." All inputs could, 
therefore, be treated perfectly sjTnmetrically, as varjdng or as being held 


One catch to this theory was the faa diat often product seems to depend 
upon a joint combination of labor and capital in such a way that increasing one 
irithout increasing the other results in w mm product; whereas decreasing the 
one without changing the other often results in a loss of product equal to the 
tiihok pTodiictmty of die combined “dose." The marginal product theot)’' then 
would set limits on the separate shares of labor and capital which varied be- 
tween 0 and 100 per cent. Of course, such limits would be quite useless and 
would make a mockeiy of the proposed theory of distribution. 
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It is worth repeating at this point that ihe marginal product principles de- 
veloped earlier in this chapter were used only to explain the determination of 
inputs within a firm and do not pretend to be a theory that determines input 
prices. Indeed, input prices were assumed to be given to the firm. 

If production should depend upon die above-described fixed proportions of 
labor and capital, no difficulties would be caused for the firm in the theory here 
expounded. On the contrary, the single firm’s decisions would be made 
simpler, beause then at any ratio of fector prices even a dunce would recog- 
nize the correct combination of inputs.^ 

Correctly stated, therefore, the marpnal product theory is simply a theory 
of one aspect of the demand for productive services by the firm. The only 
formally satisfactory theory of detenmnatioa of factor prices for the economy 
as a whole is one of “general equilibrium,” in which there is a simultaneous 
interplay of the supplies and demands for all economic magnitudes under con- 
ditions of either perfect or impfffett competition as the case may be. 

Unfortunately, there is little diat can be said about this general supply and 
demand problem which is very useful in understanding die distribution of 
income between rich and poor, between labor and property owner, between 
one kind of property owner and another. This is unfortunate and admittedly a 
deficiency in our economic knowledge. But in any case, Ac problem of dis- 
tributing sodal product is a false one, and the difficulties that arise m its 
solution are irrelevant ones. 


CAN TRADE-UNIONS RAISE WAGES? 

What are the institutional forces determining the relative and absolute 
shares oflabor and offier factors in fficnarional income? This imc of the most 

vanced level. 


The old view that view that the average 

affect wages has long been abandoned. opp ... ^ political 

of d.e workio* ^ 

power of trade-unions is probably equaOy extreme and una^^ 

qn ternis of the geometry of tte 
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limits, real wages can be affected by the process of collective bargaining. But, 
aldiough no one can define the exact nature of these limits, they are neverdie* 


less real. 

Limitation of space precludes any elaborate discussion of this important, 
thorny question. However, the economic policies of the labcjr movement lall 
into main categories which deserve brief description and analysis: 

I, Keeping Dtrm the Total Number of Laborers. Thditionally American 
unions have been opposed to wholesale immigration of tvorkers from abroad- 
they have opposed child labor; the}' have advocated early retirement of 
workers; they have obsert'cd with nixed feelings the entrance of women into 
the labor market; they have favored fewer hours of work per week; they 
have often encouraged “slow-downs” and useless “featherbedding.” 

Every one of these measures can be interpreted as an attempt of labor to 


drcumvent the law of diminishing returns by keeping labor scarce relative to 
other factors of production, thereby keeping the average wage rate higher than 
it would othenvise be. It is not at all clear that such would be the result in the 
United States. This counny'is soplcntifiilly endowed with land and supplies of 
capital rfiat its per capita productirity might be almost as high with 2« 
miilion people as it is with 14) million— perhaps higher. 

As a matter of fact, diere is an alternative plausible explanation for each of 
Aese measures. Labor is almost always afraid that there will not be enough 
jobs to go around-that there is only a certain “lump of work” to be done If 
more people come into the labor market or if people work too hard and ioo 
efficiently, the result is thought to be unempioj-ment. Certainly no other 
mte^retaflon can explain the intermittent demand of labor for a working 
week so short as 30 hours. 


2. Pulling Up Mmey IT'hgo in Particular Omipmrts. Aluch more imnor 

the number of workers who ar^hS^S^r 

either forced into unemplotment or Lot "’Ofh'crs are 

thereby depressing wages in those lines occupations, 

h%; and yet ^ 

the reverse is troe-tbar high monet' 

rated elsewhere. ^ «nes tend to be imi- 
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There is still another unpleasant possibility, hofwever. Corporations forced 
to pay higher money wages may pass on these inaEascs to the consumer in the 
form of higher prices. Because of the higher cost of living, the u orkcr’s real 
wage, what he can buy with his money, may not rise so fast as does his money 


wage. 

Undoubtedly this tendency for price inaeases to diwart wage increases does 
happen in some degree. Still, \idien all is said and done, many observers seem to 
be left with the feeling that collective baigainmg does “squeeze" the profit 
position of corporations; it does force business to be more efficient; it docs 
often make the worker more efficient by enabling him to be better fed and 
educated— all these things at least in part. 

For good or evil, American labor has declared itself in as a silent parmer in 
every business. With the acquiescence of the public and the government, work- 
ers ask for, and usually succeed in getting, some fraction of corporation 
profits ‘ (The moral for the self-interested laborer is to apprentice himself to a 

'sc'ssr-.s-'ssi'si 

• • -A ,knn It should be said, however, that there is nothing sacred 

or viewing with alarm. It hw ro 

about the tradiaonal fraction , • over time, real tvages 

^vages and salaries. ^ ^^rums to propert)'. But a 

can continue to rise without at P r„- 

reckless labor economic sys 

* This was not always so. Early Jan to humanity, and in proclaiming *= 

frank in attaching greater importance to propeity ® 
inevitability and desirability of poverty. 



SSi production- equilibrium 


OF the firm 


SUMMARY 


A. pjiODucnoN equiubiuum of the riRM 
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QUESTIONS FOR DISCUSSION 


1 If you were a knife manufecmrer debating wdiether to make your products 
mote long Incdb) adding mote of an alloy how woidd you formally deode what to do’ 

2 What is the extra cost of an input of labor’ What does its extra reicmie equal’ 

3 In Table l.whatisthemarginalpiodoctofthcfourdi worker (s) when capital 

IS equal to 5, (b) when capital is equal to 6’ h) the difference’ \\'hat is the maiginal 
or^uct of the sixth unit of capital equal to’ 

4 Using a row or column of Table 1 iBustrate die law of diminishing returns 

5 Draw up a table hi e TaWe 2 but for q * W 

6 stateinwoormorewaysthecondinonforintnimizingtotalexpenseinproduang 


the direct and indmt a,^roaches to final production decisions 

11 Sketch the competitive market hitces mat 
order to be on the best possible cost curve 
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APPENDIX TO CHAPTER 22 
GRAPHICAL DEPICTION OF PRODUCTION 
EQUILIBRIUM 


The common-sense numerical analysis of the way in which a firm will com- 
bine inputs to minimize costs can be made more vivid by the use of diagrams. 


EQUAL PRODUa CURVE 
FOR OUTPUT OF 346 UNITS 
C q 



labor 


WG. 1. All the points on the cun’e repre- 
sent the different combinations of capital 
and labor that can be used to produce 346 
units of output. 


From the production schedule we 
can draw a picture of the different 
input combinations that will produce 
a given output. Figure 1 is the exact 
counterpart of Table 2. In it the 
smooth curve indicates the different 
combinations of labor and capital 
that yield an output of 346 units. 
This could be called a “Production- 
indifference curve” by analogy with 
the consumer’s Indifference curve 
of the Appendix to Chap. 20. But a 
more expressive name would be to 
call it an “Equal-product” cun^c. 
(The reader should be able to draw 
in on Fig. 1, as a dotted curve, the 
corresponding Equal-product curve 
for output equal to 490. He should 


realize mat an inhnite number of 
such Equal-product contour lines could be draM-n in, just as a topographical or 
weather map could be covered with an indefinitely large number of equal-alti- 
tude contour lines or equal-barometric-pressure lines ) 

Svl. tms. ’ " Eqppl-product curve. Ob- 
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the price of kbor is $2 and the price 
of capital ^ EQUAl-COST IINES 

To find the total cost for any point 
we simply have to read off die 
number appended to the Eqnakost 
line going through that point. The 5 
lines are all straight and parallel ^ ^ 
because the firm is assumed to be 
able to buy all it wishes of either 
input at constant prices. The lines 
are somewhat flatter than 45 degrees Ubor 

because the price of labor, Pi, is no. 2. Ever}' pomt on a given line rcprc- 
somewhat less than the price of “tal cost. The lines arc 

capital, Pc More predsely, we can “raigk because of constant factor prices 
always say that the arithmetic value 

of the slope of each Equakost Ime price to capital price, 

must equal the ratio of the price of labor to that of capital— in this case 2/3. 

It is DOW easy to recognize the 
opdmuin quilibrium input position 
of the firm at which total costs arc 
minimized for the given output. The 
single Equal-product curve has sup- 
erimposed upon it the femily of 
Equal-cost lines. This is shown in 
Fig. 3. The firm will always keep 
moving along the heavy concave 
curve of Fig. 3, so long as it is 
able to cross over to lower cost 
lines. Its quilibrium will, therefore, 
FIG. 3. Where the Equal-product curve not be at A, B, or D. It will be at 
touches (but docs not cross) the lowest C. whfK Bit EquA^rodiia ain( 
total cost curve is the optimum position, mhts {blit does not mss) the Kmest 
Here factor prices and marginal produc- EqmJ^ost line. This is, of course, a 
tivities (or “substitution rarins") are gf jangency, where the slope 
propordonal. of the Equal-product curve just 

m already know that the slope of the Equal-tost curves N 
* These lines are all straight because TT = -1- 3 C 


SELECTING INPUTS TO MINIMIZE 0 
OF PROOUaiON 
C q 
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what is the slope of the Equal-product curve? This slope is a kind of “sub- 
stitution ratio” benveen the two fectors and depends upon the relative mar- 
ginal products of the two factors of production, just as the rate of substitution 
benveen two goods along a consumer’s Indifference cun^e was earlier shown 
to equal the ratio of the marginal or extra utilities of the two goods (Appendix 
to C3iap. 20). 

Thus, our minimum total cost equilibrium can be defined by any of the 
following equivalent relations: 

a. The ratio of the marginal poduettvittes of the two inputs equals their 
pice ratio. 


That is, 

Substitution ratio or Product of labor ^ price of labor 

marginal product of capital price of capital 

b. TIk marginal product received from the {last) dollar of expenditure 
mist be the same in every use. 

That is 

Marginal product of labor _ marginal product of ca pital 
Price of labor price of capital 

This condition holds for any number of inputs; for land as well as for labor 
and capital, etc. The {b) relation is discussed in detail in the main body of the 
chapter. It could also be derived from (a) by transposing terms from one 
numerator to the other denominator, U, by “interchanging means,” as is 
always algebraically permissible. 

But the student should not be satisfied with any such abstract explanation. 
He should always remember the common-sense economic explanation which 
shows how a firm will redistribute its expenditure on inputs if any one offers 


Uicts are proportional, the factor of 


•Sir/”??' "" labor . prioo of labor 

coat of outpo, X marginal prodool of capital . price of capital 
and so on for any number of inputs.* 
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The relarionsbips (/i), {h), and (t) are all eqmvalent. Each holds at aay 
point along the total cost curve, ‘whmer he the mtput. They do not tell the 
fom where it should finally produce. In die man body of the chapter it is 
shown how they must be supplemented if final equilibrium is to be achieved 


fact that for “small" changes, the extra costs of output are the same uhether the firm hirct 
only labor, or only cajutal, or some other combmanon. 



Chapter 23 : international 

TRADE AND THE THEORY OF 
COMPARATIVE ADVANTAGE 


AGAIN and again we have seen how specialization increases producrivit}- and 
standards of living. Now we must show exactly how this works out in the 
field of international or interregional trade, going behind the facade of inter- 
national finance. IMiy did the United States specialize a century ago in the 
production of agricultural goods and exchange these for the manufacturing 
output of Europe? ^Vhy is she today able to export highly complex mass- 
produced goods to the far comers of the globe? Why is the agriculture of 
Australia so different from that of Austria or Belgium? How great would be 
the costs of complete self-sufficienc>' to a modem country? How do all 
countries benefit from trade? 


answers to such questions, and many more, is pro- 
vided by the theory of comparative advantage or comparative cost. Developed 

more thana century ago by Darid Ricardo, John Stuart Mil], and o 

of Ad™ amth Ae theory of cemptmtivo odvmtipo is , closely 
rasoned doemne vthich, -j-hen properly stated, is utassailaUc. With it tve ate 
abte to .qt^to out etosa fallaoio, i, the politioal propagaoda for protective 

Ueip^ of the reasomoi of tho classical eoooomists, the theor y of con- 

national trade on domL » Oap. 16 tthcre tho effects of intet- 

on domestic employmem were disenssed and ttdtete me agreed 
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that a country like the United States mast not depend upon beggar 
neighbor mtcrmtional economic policies to sdve her demesne problem of 

unemployment 

onCBsm or counmoNS betiieen regions or coumiEs 
Tor simpliciri therefore let us imagine t«o countries or connnencs each 
endowed with certain quantities of natural resources capital goods hnds of 

labor, and technical knowledge or ko\v how The first link in the comparative 

Ihain of reasoning is die dwersit) m andftiom oj podtiam ktrnn dij 
)iTtntcounmes Specifically this means diat die producnonpossibihties of the 
different countries arc acti different Although people could try to prduce 
somediing of ct cry commodity in any region it is obvious that they w ould not 

iiccccd or iftlici did succeed it would be only at a terrific cost With hot 

house ortKcdnrcs and forcing methods tvme grapes could perhaps be grotvn m 

LliSd butthccoscmtcrmsofeconomicresourceswmildbeexorbitam and 

betw ecn say the north F 
proposition w ill seem true a 

Uc productivcmdic growing of 

case spccialuation and (^snniption of both goods 

both goods and al« „o less true that mternanonal 

It IS not so immcdiatcl) ^ can produce 

trade IS mutuall) profitable c\m ' ^ die otha 

ctcry commodit) more 

coimtry Onecountryhasan S 

theodicrcountrjhasanabsolutcto 

But so long as dicrc one can abvays be sure that even the pw 

differentgoodsmthetaioco^t^^^^^^^^^^^^^rfdi^ 

country Im a amady 

which It is rclamcl) most ^..bichitismorethanaveragdy 

sar-ss- 
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Thus, trade between America and Europe in food and clothing is mutually 
advantageous even if America should be able to produce both of these items 
more efficiently (in terms of all economic resources). Moreover, barter be- 
tween America and Asia is especially advantageous to us even though the 
Chinese laborer receives only a fraction of the real wages going to productive 
American labor. We shall see in a moment how this paradoxical situation is 
possible. 

A traditional example used to illustrate this paradox of comparative ad- 
vantage is the case of the best lawyer in town who is also the best typist in 
town. Will he not specialize in law and leave typing to a secretary? How can 
he afford to give up precious time from the legal field, where his comparative 
advantage is very great, to perform typing activities in which he has an 
absolute advantage but in which his relative advantage is least? Or look at it 
from the secretary’s point of view. She is at a disadvantage relative to him in 
both activities; but her relative disadvantage is least in typing. Relatively 
speaking, she has a comparative advantage in typing. 

A SIMPLE case: EUROPE AND AMERICA 

Let US illustrate these fundamental principles of international trade by a 
simplified example. Consider America and Europe of a century ago, and con- 
centrate on only two commodities, food and clothing. Now in the l^stem 
Hemisphere land and natural resources w'ere then very plentiful relative to 
labor and capital. Whereas on the Continent, people and capital were plentiful 
relative to land. 

This contrast is best seen if we look at the intensive agriculture of a country 
like Belgium. There, in order to get the greatest possible output, small plots 
of land have to be cultivated assiduously by many people and much fertilizer. 
Compare this with the extensive agriculture of the early United States, where 
one famil y cultivated many acres and where national product was maximized 
by each man “spreading himself thin” over the virtually free land. A Belgian 
farmer would have thought this wasteful. But in view of the relatively high 
cost of American labor or capital and the low cost of land, it was not. Actually, 
it was prudent.* 

Of course, if surplus populations could have all migrated from Belgium to 

1 This disregards the practice of burning out die natural fertility of the soil by overuse, 
and also the destruction of forests, giving rise to floods and soil erosion. From a social point 
of view, such exhaustion of natural resources undoubtedly represented a tremendous w.iste. 
Even today conservation programs in the lumber, oil, and agriculture fields leave much to 
be desired. 
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the United States, real wages here would have tended to fall toward equality 
with rising wages there; and high land rents there would have fallen toward 
equality with rising rents here. Actually, this would have tended at the same 
time to increase total world production, because the transfer of workers from 
their poor Belgian farms to rich American farms would entail a gain in 
their productivity. All this follows from the fundamental law of diminishing 
returns, discussed earlier in connection with the Malthus population theory. 

But let us be selfish and hard-boiled. Let us suppose that immigrants from 
abroad are to be kept out of the United States in order to keep labor scarce here 
and wages high. From this same selfish point of view, should the United States 
also impose a protective tariff designed to keep out imports from abroad.? 
Or should it not? To answer this important social question we must measure 
carefully the amounts of food and clothing that will be produced and consumed 
in each country (1) if there is no international trade and (2) if trade is per- 
mitted to follow its oum course. 

AMERICA WITHOUT TRADE 

In Chap. 2, we saw that every economy has a Production-possibihty {or 
transformation) schedule indicating how much of one commodity such as 
food, can be produced if all resources are diverted to it; also how much of the 
other commodity, clothing, can be produced if all resources are diverted to its 
production; and how either good can be transformed into the other— not 
physically, but— by transferring resources from the production of one to the 
other. 

For simplicity, let us suppose that food can always be transformed into units 
of clothing in America at the constant ratio of 10:3. For each 10 units of food 
sacrificed, we can always secure 3 units of clothing. Let us further assume that, 
when all resources are diverted to the production of food, America will have 
altogether 100 (million) units of food. 


TABLE 1. Production-possibility Schedule of America (10:3, Constant-cost 
Ratio) 



A 

1 

c 

D 

E 

F 

G 

H 

I 

/ 

K 

Food (millions) 

100 


80 

70 

60 

50 

40 

*30 

20 

10 

0 

Clothing (millions) .... 

0 

3 

6 

9 

12 

15 

18 

*21 

24 

27 

30 


Then, clearly America can, if she diooses, have 90 (million) units of food 
and 3 (million) units of clothing, 80 (million) and 6 (million), . . , , or 
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finally 0 (million) of food and 30 (million) of clothing. Wc may put this in the 
form of a schedule, as showm in Table 1. 

This may be plotted in Fig. 1, just as w'as done in Chap. 2, Fig. 3. The 
solid line AK is the Production-possibility curve. But something about the 
diagram looks a little diflFerent from those of Chap. 2. Just what? A little 
remembrance and turning back a few pages will show that this new Possibility 
curve is a straight line, whereas the previous ones all were rounded and 


This is because, in the interest of keeping the argument simple, any tend- 
ency toward what is called “increasing costs” has been deliberately assumed 
away. The returns of food for clothing sacrificed are instead always to be given 
by the constant cost ratio 10:3, instead of having relative costs rise in a more 

realistic fashion. Constant costs have 
AMERICA’S PRODUaiON . , , ■ yr , 

POSSIBILITY CURVE assumed only to simplify the 

80 argument — ^to relieve the .-student 

from having to remember many 
-g- ^0 different cost ratios. As will be seen 

J , later, this will not seriously affect 

40 ■ validity of the argument. Where 

.s a few qualifications are needed, they 

J 20 Appendix to 

chapter. 

0 ■ I . ■ I- ■ , So far we have been talking only 

0 20 40 60 80 100 about production. However, if the 

Fo^d (millions) 

trade, what she produces is also 
what she consumes. Let us suppose, therefore, that the starred quantities, H, 
of Table 1 and Fig. 1 represent the amounts produced and consumed by 
America in the absence of trade; or in numerical terms America then produces 
and consumes 30 (million) units of food and 21 (million) units of clothing. 

Why was riiis particular combinarion decided upon rather than one of the 
other possibilities? We have seen in Chap. 3 that in a competitive system 


nobody “decides” upon this, but that the price mechanism, operating through 
supply and demand for goods and services, determines ^Vhat shall be produced, 
How, and For "W^om. Well, the starred quantities are the What. Very little 
need be said here about the How, except for the obvious remark that agricul- 
tural food production will require more land relative to labor than will more 
highly fabricated clothing output. As to the For VTiom, we need only repeat 
that scarcity of labor in the United States will mean rather high wages for 
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workers, while superabundance of land here will mean low rents (per acre) for 
landlords. 

Let us proceed to introduce Europe into the picture. Before doing so, it will 
pave the way for the later argument to interject a question. What would 
happen if some American (perhaps Eli Whitney, inventor of the cotton gin, 
will do as an example) should make a clever invention so that each 10 units of 
food could be transformed into 6 rather than 3 units of clothing. Would 
America be potentially better off? The answer is obviously “yes.” The Pro- 
duction-possibility curve has shifted outward and upward and is now shown by 
the broken line, AK', in Fig. 1. Note diat America could now go from H to 
(say) H' and have more of both food and clothing. (It would not be correct to 
say that she is mice as well off as before, because she will still want some 
food and there has been no improvement in its production. But clearly she is 
better off.) 

Of course, someone may rise to the floor and ask. “What if the invention 
throws people out of work? Will America be better off? May not technological 
unemployment make her worse off?” These are not stupid questions, but they 
are clearly out of order at this point. They belong to Part Two. Here we have 
explicidy asserted that we move in a happy, Euclidean, classical world where 
all resources are folly employed, either as a matter of luck or as a result of 
sensible public and private domestic policies. Without a doubt, the invention 
has increased America’s potential production or her foil-employment national 
income— whatever it does to her realistic chances of atraining or maintaining 
foil employment. 

EUROPE WITHOUT TRADE 

We can now do for Europe exactly what was done above for America; but 
with an important difference. Europe’s plentiful endowment of labor relative 
to land would give her a different cost or transformation ratio bemeen food 
and clothing. She would have less of a comparative advantage m food and 
more in clothing. For her each 10 units of food may be transformable into, say, 
8 units of clothing. She gets 5 more than was true of the United States because 
of her comparative advantage in clothing. However, in terms of food America 
gets or 3.33 units for each unit of clotiiing sacrificed; while Europe’s 
comparative disadvantage in food production gives her only or 1.25 units 
of food for each sacrificed unit of clothing. The important thing to concentrate 
upon is tiu differences in the taw cost ratios: 10:3 for America and 10 for Europe. 

Let us still keep the two continents isolated from each other. What is 
Europe s exact Production-possibility schedule? Let us suppose that Europe’s 
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TABLE 2. Produaion-possibility Schedule of Europe (10:8 Constant-cost 
Ratio) 



A 

B 

c 

D 

Food, millions 

— 

100 

♦50 

0 

Clothing, millions 

0 

— 

*80 

- 


population is so large and her land area is such that before trade she was pro- 
ducing and consuming 50 units of food and 80 units of clothing. This fact, plus 
the constant-cost ratio, 10:8, tells us all we have to know in order to draw up 
Europe’s complete Production-pos- 
sibility schedule as in Table 2. The 
student should fill in the blanks. He 
should check these against the 
correct Production-possibility line 
shown in Fig. 2. 

THE OPENING UP OF TRADE 

Now, for the first time, let us 
admit the possibility of trade be- 
tween the two continents. Food can 
be bartered for clothing at some 
"^^Food Wllions)^'* terms' of trade, i.e., it same price ratio. 

j-iQ, 2. To dramatize the process let us sup- 

pose that in mid-ocean there stands 
an impersonal auctioneer, whose business it is to balance supply and 
demand, ofi^ers of clothing, and offers of food. He does this by calling out 
to both countries an exchange rate or price ratio between food and clothing. 
Until supplies and demands are balanced, he keeps the bidding going. “WTien 
he finally hits on the equilibrium price level at ashich supply and demand balance, 
then he raps his gavel three times and says, “Going, going, gone!” But only 
then. 

Probably, he will suspect in advance diat Europe is going to specialize on 
clothing production in which she has a comparative advantage and will wish to 
export part of her clothing production in exchange for food imports. But he 
has no idea what the final price ratio or “terms of trade” between clothing and 
food will be — ^whether the final food-clothing price ratio will be 10:3, 10:8, 
10:5, 10:6, or anything else. For that matter, if the auctioneer is very neu"^ at 


EUROPE'S PRODUaiON 
POSSIBILITY CURVE 
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the game, or very stupid, he may think that the final equilibrium exchange level 
or terms of trade will be 10:1 or 10:12. 

Actually, neither of these last two can be die final exchange ratio. He would 
soon learn this from bitter experience. For let him tell America and Europe that 
they can get aU the clothing they want in exchange for food at the rate of only 
1 unit of clothing for ever}’ 10 um'ts of food. "UTiat will America do? By pro- 
ducing at home, she can get 3 units of clothing for each 10 of food. Clearly 
she will not be sucked into trading food for clothing on those terms; she would 
rather remain self-sufficient. 

That is only half the story. W^y shouldn’t America go to the other extreme 
and export clothing in exchange for food imports? Each 1 unit of clothing gets 
her 10 units of food from the auctioneer. ^^Tiat will 1 unit of clothing get here 
at home in domestic food production? Obviously, from Table 1 and Fig. 1 only 
or 3.33 units of food. At 10:1, therefore, America should certainly shift 
all her resources to clothing production; she should export some of her surplus 
clothing in return for food impons. 

Now, what about Europe? At home she gets only 1% or 1.25 units of food 
for each unit of clothing. At 10:1, she too unll want to trade clothing for food. 
We see, therefore, what a green hand the auctioneer was. By calling out 10:1, 
he brings a flood supply of clothing on his head and only demands for food. 
Since he has no supplies of either good up his sleeve, he must now change his 
tacrics. He must raise the price of food relative to the price of clothing. He had 
better ny the ratio 10 :2, or perhaps evai 10:9. The student is now in a position 
to reason out why neither of them will do: why 10:2 will still bring out a tidal 
wave of clothing; and, on the other hand, why 10:9 represents the opposite 
error, in which there is a tornado of food. 

Clearly, then, the final exchange rath cannot be outside the origimd tu-o-coimtry 
limits of 10:3 and 10:8! Anywhere in between is a possibility — ^with America 
following her comparative ad\’antage and specializing in food, and Europe 
following her comparative advantage and specializing in the production of 
clothing. 

We are now at a breathing space. Let us summarize exactly what has been 
proved: 

1. If nature endows nvo regions unequally with factors of production, the 
relative costs of transforming one commodity into anoriier domestically will be 
different for the two regions. 

2. Under international trade, goods will be exchanged for each other at a 
price ratio somewhere intermediate between the domestic cost ratios of the two 
countries. 
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3. Each country will specialize in the ctmimodity in which it has a compara- 
tive advantage, exporting its surplus of the product for imports from abroad. 

4. Each country is made better oflF by trade and specialization: if America 
can get, say, 6 units of clothing for each 10 units of food traded, she is certainly 
better off than when she domestically transforms 10 units of food into only 3 
units of clothing; Europe does better when she trades 6 units of clothing for 
10 units of food than when she must domestically transform 8 of clothing into 
10 of food. The same would be true if we had picked any other trading ratio 
than 10:6 — ^just so long as it lies between the limits 10:3 and 10:8. 

5. Trade is indirect production. Trade is efficient production. Efficient pro- 
duction is always better than inefficient production. (The reader should note 
that the advantage of trade has nothing to do with relative wage rates. Under 
free trade, wages in each country tend to be pulled up to the higher levels of 
productivity of its export industry and not down to the low efficiency level of 
the import industry.) 

EXACT DETERMINATON OF THE FINAL PRICE RATIO 

Just where in between the domestic cost ratios will the terms of trade settle 
down.!* David Ricardo, the English economist, to whom the comparative-cost 
theory is usually attributed,' got just up to this point but no further. Some of 
his immediate followers were foolish, enou^ to say, split the difference 
between the nvo countries’ cost ratios, or in this case pick 10:5}i as the 
equilibrium rate.”* 

Actually, as John Stuart Mill, the third great classical economist (after 
Smith and Ricardo) showed a little later, the exact final level of the terms of trade 
in between the two cost ratios will depend tipon the strength of world supply and 
de?nand for each of the two cmmnodities. If people have an intense desire for 
food relative to available supplies of food and clothing, the price ratio will 
settle near the upper level of 10:8; if clothing is much demanded by both 
countries, it will settle nearer to 10:3.® 

Mill did what our auctioneer would have to do. He drew up a schedule 

1 David Ricardo, “Principals of Political Economy and Taxation,” Chap. VII, 1817. 

= Or would they have said halfway between and giving us or 10:4.3^* 
Both answers arc equally foolish. 

^ Also, if America were very small relative to Europe, so that its supplies made hardly a 
“dent” on the market, then the price ratio might even stay at 10:8. America would then be 
specializing in food and importing clothing, but all of America's food exports would amount 
to so little that Europe would still have to produce some food for herself. This is possible only 
at a price of 10: 8. American would in this case get pjl the gains from intenjatjona) trade. It 
pays to have a large (different!) neighbor. 
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showing supply and demand at each possible price ratio:^ how much food America 
would wish to export and how much food Europe would want to import; and at 
the same time, how much clothing Europe would be willing to export at each 
price ratio in comparison with the amount of clothing America expected to 
import. At one, and (usually) only one, intermediate price ratio, exports and 
imports will balance. At this equilibrium price, exports and imports will 
“mesh” (or match), quantitatively as well as qualitatively; the auctioneer 
AMERICA AFTER INTERNATIONAL TRADE 



FIG. J . The heavy line AK represents America’s domestic Production-possibility curve; 
the heavy broken line AK' her new Consumprion-possibility curve when she is able 
to trade freely at the price ratio 10:6, and in consequence has decided to specialize 
completely in the production of food (at A) . The dotted arrows from AtoS and StoH' 
show the amounts exported (-h) and imported (— ) by America. As a result of free 
trade, she finally ends up at H' with more of both goods than before at H, 

and Mill will heave a sigh of relief, and trade will continue indefinitely until 
tastes or technology have changed. 

For our numerical problem it has been assumed that the equilibrium terms- 
of-trade ratio is 10:6, a little nearer to Europe’s pretrade ratio than to Ameri- 
ca’s. American concentrates its production completely on food. In Fig. 3, 
America is production-wise at A. But since shecan tradefreely at 10 :6, America 
is not limited to her old Producrion-possibility curve. By trading, she can now 
move on the dotted line AK' just exactly as if a fruitful invention had been made. 
Is America made potentially better off by trade? Indeed she is. 

‘ This schedule would differ from the ordinary supply and demand schedules for wheat, 
tea, or automobiles observed in Chap. 19 only in the fact that the price of, say, food is not 
expressed in money terms, but in barter terms, ix., in terms of clothing. Similarly, it is 
not money that is offered for food but clothing. W can either say that America supplies 
food and Europe demands food, or we can just as well say that America demands clothing 
and Europe supplies clothing. 






^ ;^- ^^^^Poduaknon^ 

soods has t 
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Actually, the second World row gives the data in which the aucti oneer would 
be most interested. He is assured that equilibrium has been reached by two 
facts shown diere: (1) World consumption of each product is identically 
equal to world production with no goods lost in transit, and (2) the amounts 
that each country exports are just balanced by the amounts that the other 
counny wshes to import. Thus the price ratio 10:6 is the right one.^ 

This completes our explanation of comparative advantage. The reader might 
test his full understanding by filling in on Fig. 2 for Europe everything that has 
already been filled in for America on Fig. 3. "WTiy does Europe’s new Consump- 
tion-possibility line, made possible by trade, pivot around the point D on the 
vertical axis? Draw in the arrows to S representing the amounts exported 
(+) and imported (— ) as was done in Fig. 3. Note that Europe’s arrows 
ma^ America’s but are opposite in agn. Why is this quantitative meshing 
of exports and imports necessary at equilibrium? 


SUMMARY 

1. If two countries have different production conditions so that the costs of 
conrerdng one commodity into another are different, it is clearly to their 
separate selfish advantages to trade r^ardless of whether their wage levels are 
different. Each country specializes in the commodity in which it is relatively 
most efficient. The commodity producible at a comparative disadvantage in a 
country will of course be wanted in some amount by its consumers*, but Ae 
country in question will find it more effident to take resources out of direct 
domestic production of Aat commodity and put Aem instead into Ae lines of 
greatest advantage. Such diverted resources can be Aought of as creating Ae 
wanted goods indirectly, in Ae sense that exports turned out by Aem can be 
more advantageously bartered for Ae wanted goods in question. A country 
following comparative advantage is simply acting like any prudent business 

* The auctioneer could have made up a whole book foil of such tables, each page corre- 
sponding to a different price ratio. But only one page is the right one because at all other 
prices the algd)caic total of exports and imports would not cancel out. Thus, at 10:7, 
America’s desire for clothing imports would surpass Europe’s willingness to export clothing. 
The world as a whole would be trying to consume more clothing than had been produced. 
Smcc the auctioneer has no inventories to draw upon, he would have to turn the pages 
toward a higher price fpr clothing. On Ae tight page Ae price ratio would be an equilibrium 
one, and exports and imports would be in balance. 
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firm which buys things fr«n outsidars if it cannot produce them as cheaply 
itself. 

2. In international exchange erne country does not gain at the expense of 
another. The benefits from trade are mutual. All countries gain. This is possi- 
ble beause the total of world production is increased by international speciali- 
zation along the lines of comparanve cost 

3 . Precisely how these total gains will be split up between the participating 
rtations depends upon the redprocal supply-demand situation. Vk can state 
with confidence that die final terms of trade, or price ratio, will fall somewhere 
within the divergent domesdc cost ratios of Ac two countries. Whether it 
mil &11 near to one’s original cost ratio and Aereby give most of Ae benefits 
to Ae oAer, cannot be told in advance. 

Moreover, as tastes and technology change, Ae terms of trade may turn in 
favor of or against a particular nation. For example, after World Mhr 1, sur- 
plus agricultural supplies turned Ae terms of trade against Ae backward, 
debtor, agricultural countries of Ae world. This is typical of depressions, 
whereas Ae reverse is usually true in time of prosperity and boom. In Ae 
recent postwar period Ae tenns of trade were turned strongly in favor of 
agriculture, as every food purchaser was bitterly aware. 


dUESTIONS FOR DISCUSSION 

1. List some products Aar Ae United States exports or impons. What oAer 
countries are involved’ 

2. “If a country can buy a good Aeaper abroad Aan it can produce it at home, 
it is to its advantage to do so.” Is this consistent wiA Ae Acor>' of comparative 
advantage? 

3. State in a single page the meaning of Ae Aeory of comparanve advantage. 

4. How tvould you apply that theory to trade between people witWn a country? 

5. Rewrite Table 3 assuming Aat Ae new final price or trading rario is 10:5 
rather Aan 10:6, and that America ends up consuming 35 units of fiwd. 

6. Exactly what did John Stuart Mill add to David Ricardo’s theory of inter- 
national trade? 

7. “If there are more Aan two commodities or two countries, Ae whole theory 
of comparative advantage has to he scrapped.” Discuss. 

8. ViTiiA of the following two statements is absolutely felse? 

a. “Even if the United States can produce every product wiA less labor and capital 
hours than CzeAoslovakia, it may soil pay both of us to trade.” 
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b. “Even if the United States can prodnce every product for fewer doUm than 
they can be imported for from abroad, it wJI still pay us to trade— provided 
only that some commodities have rdativdy Wgher import prices than others." 
How do the statements differ.^ What are die implicadons of the valid statement ibr 
real wages here and abroad.^ 

9. Compare and evaluate muldlaterah'sm and bilateralism. 

10. List some qualifications to the simplest theory of comparadve advantage. 

11. Why shouldn’t the United States use international trade to get rid of her 
unemployment? 
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APPENDIX TO CHAPTER 23 
SOME QUALIFICATIONS TO THE DISCUSSION 
OF COMPARATIVE ADVANTAGE 


Very briefly Ave must now* show what happens when we remove some of the 
oversimplifications made in die above discussion. The -conclusions are not 
essentially changed, and even the changes in details are usually not too difficult. 

MANi' CO^L\IODmES AND COUNTRIES 

First note that up until now we have simplified die discussion by considering 
only wo commodities; food and clodiing. Obviously, food stands for many 
different items (beef, milk, etc.), and die same is true of clothing. Moreover, 
the adi-antages of exchange are equally great when we consider the thousand 
and one commodities that can and do enter into international trade. 

As is shown in advanced textbooks in international trade,^ when there are 
many commodities that are producible in wo countries, they can be arranged 
in order according to their relative advantage or comparative cost. For exam- 
ple, the commodities, automobiles, fla.t, perfumes, watches, wheat, and 
woolens might be arrai^ed in die following comparative-advantage sequence: 

AMERICA i 1 1 i i 1 ► EUROPE 

Wheel, Aufomohlles, Flex, Welches, Woolens, Perfumes 

This means that wheat costs are lowest relative to all other commodities in 
America; Europe has its greatest comparative advantage in perfumes; its 
advantage in watches is not quite so great, etc. 

From the beginning we can be almost sore of one thing. The introduction of 
trade will cause America to produce wheat and Europe perfume. But where will 
the dividing line fafi.? Beween automobiles and flax? Or will America produce 
flax and Europe confine herself to watdies, woolens, and perfumes? Or vvill the 
dividing line fall on one of the commodities radier than beween them, so that, ■ 
say, flax might be produced in both places at the same time? 

The reader will not be surprised to find that the answer depends upon the 
comparative strength of international demand for tiie different goods. If we 
think of the commotfities as beads arranged on a string according to their com- 
parative advantage, the total demand and supply situation Mali determine where 

' For example, G. Haberler, “Theory of iDtetnadonal Trade,” The Macmillan Com- 
pany, New York, 1937. 
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the dividing line between American and European production will fall. Then, 
an increased demand for automobiles and wheat, for example, may tend to turn 
the terms of trade in direction of America and make us so prosperous that it 
^^ill no longer pay us to continue to produce our own flax. Also, there is the 
possibility that a new scientifle discovery permitt ng America to grow flax on 
the desert might rearrange the order of the comparative advantages of the 
different commodities and alter the pattern of specialization and trade.* 

> This ordered array of goods might have arisen from the following numerical data, 
which are presented only for the curiosity of the more advanced reader and which have 
nothing to do with rhe above discussion. As before, it is not necessary to measure cosrs in 
terms of monc>> or labor but only in terms of the rclatis-e commodities into which any good 
can be "transformed." Suppose that we choose to measure the costs of every good in both 
countries in terms of woolens, which is selected arbitrarily because it comes last alpha- 
betically. Tlicn our data might be as arranged alphabetically as in the accompanying table 



American cost 

European cost 

Comparative European 

Goods 

ratio, in terms of 

ratio, in terms of 

costs, in terms of 


woolens 

woolens 

American costs 

Amoiuoliilcs . . . 

1.000 

3.000 

5.000 

1.000 

Flax 

1 0 8 

I A 


Perfumes 

1 1 

5 0 

1 

1 ^ ° 

1=0. 

Watches. .. . 

1 

1 


IVhcat 

1 0.2 

0 .. 

0.8 

(Tz-"-” 

Woolens 

1 ’ ” 


;-,.o 


This means that in America one must give up the production of 1,000 units of woolens to 
get 1 automobile, while in Europe the cost of 1 automobile is tht sacrifice of 3,000 units 
of wool production. Therefore, the comparative cost of .lutomobilcs in Europe is three times 
that in America, and so forth for all the other goods. 

Obviously, Europe’s relative cost advantage is greatest in perfumes and least in wheat; 
in between, the commodities arc arranged as shown above in the text. The fact that the 
figures in the last column arc predominantly greater than 1 in no svay reflects on the cfficicnc)' 
of Europe, but results from the accidental fact that we chose woolens as our common 
denominator in which to express costs. Had we selected wheat or watches, the opposite 
would have been the case and yet none of our results would be any different— except for a 
"scale factor” (such as converts inches to feet or yards). 
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What would happen if all countries tried to sign bilateral trade agreements 
M ith each other, so that America could not and v ould not buy from the Indies 
unless they bought an equal amount from America? And so forth with every 
w 0 countries? Very clearly, trade v ould be cut down severely Imports vi ould 
balance exports, but at the level of wbehever was the lower Everyone w ould 
be worse off 

Just hou tragic to all countries bilaterabsm would be is indicated by Fig 4, 
showing the advantageous international pattern of world multilateral trade 

INCREASING COSTS 

Returning again to tu o countries and two commodities, we must proceed to 
drop the assumption that costs are constant The Production possibihty cunes 
of Figs 1, 2, and 3 should really have been convexly bent, as they were in 
Chap 2 It IS no longer possible to specify a single cost figure for each country 
Even though America is better endowed on the whole for food producaon 
than Europe, still after a great amount of American food is produced, the cost 
of extra food will begin to exceed that of Europe Even after American com- 
petition has drastically low ered die pnee of food relative to clothing, a litde 
of the best land m Europe will be able to hold its own in food production In 
the same way, that first little bit of American clothing production which can be 
produced at low costs w ill continue even after international trade has reached 
an equilibrium level However, any attempt to expand American clothing 
production further would entail higher extra costs and competitive losses 
We may summarize the modifications in international trade made necessary 
by increasing costs as follows 

As a result of mtcrnatvmal trade, each anmtry will tend to specialize, as 
before, in the coimmdity in which it has the greatest comparative advan- 
tage, and it will export same of that commodity m exchange for the other 
country s surplus exports But because of increasing costs, specialization 
need not be complete something of both cermnodities may still be produced 
in either country, because even the less favored commodity may have low 
enough costs to compete when its production is small ? 

* For the geometrically minded Fig 5 may be helpful although most of us will probahlv 
do better to skip over it It shows America s condition before and after trade when increasing 
costs prevail The Production possibility curve is now convex Before international trade 
Amenca is consuming and producing at the starred point H The domestic price rano is 
10 3 just equal to the rano of extra costs of getting (at H) a little more clothing for a little 
sacrificed food This is shovm by the slope of the AK curve at H 

After trade when the common pnee rano is 10 6 American production shifts to B, 
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INTERNATIONAL OOMMODITT ilomiENTS AS A PARTIAL SUBSTITUTE FOR UBOR 
AND FAaOR MOmiENTS 

Having acknowledged the existence of the law of increasing costs described 
in Chap. 2, we must also examine the implications of the law of diminishing 
fcmnis within the wo countries. 

After international trade takes place, resources in Europe flow from food to 
clotliing production. Because clothing requires rclarively much labor and little 
land, the pressute of population on the limited land of Europe is relici'cd. Land 
is no longer so relatively dcat; rents fall compared to wages. In America the 
reverse happens after trade: concentration upon food production in which labor 
is cconomixcd and land heavily utilized tends to raise rents relative to wages. 

In m’cry case the free international movement of goods has effects which arc 
partly like those following from the free international mm’cmcnt of factors of 

toward less clothinp but not away from clothing altogether, llic new production point, B, 
will be reached as a result of competition, because the slope of the curs-c therc-i.f., the 
ratio of costs of extra clothing for extra food— is 10:4, or lust etiiial to the common intcr- 
n.itional price ratio. At B, and only there, ssill the value of America's national product 
(weighted by the 10:4 pnee ratio) be at a maxiniuiiu 

INTERNATIONAl TRADE 
UNDER DIMINISHINfa RETURNS 
OR INCREASIN(5 COSTS 



Americon Food 


The straight line represents the new Consuraption-possibihty ciin e to which America 
can get as a result of trade. It is straight and not bent because the auctioneer offers to trade 
freely, giving Amcrka at the 10:4 latio as much or linlc edothing for fo^ as she wishes. 
'ITic final levels of consumption, determined b)' suRily and demand, are pven by the point 
H'. As before, the arrows indiatc exports and impoits. 

There arc still g.iin 5 from trade. But because of diminishing returns and increasing 
costs, there is not so much spccialiation as before and not tpiitc such large gains. Note that 
at the quilibrimn point, svhere no further trade is possible, relative (extra or “raatginal ) 
production costs in the two countries are ci|n.il. each to the common price ratio 10:4, 
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production. Just as die movcnituit of labor from Europe to America would 
reliei’C die scarcity of labor in America and of land in Europe, so the move- 
ment of clothing from Europe to America and of food from America to 
Europe tends to make the superabundant factor in each country less abundant, 
and the scarce factor less rare. 

Tlic person M'ho lias most clearly emphasized how commodity trade partially 
relieves the scarcitj' in all countries of the less abundant factors of production is 
the Swedish economist and public financier, Ohlin (pronounced O’Lean). ^ He 
has made the following important addition to the classical doctrine of com- 
parative cost: 

Free movements of labor and capital between countries will tend to 
equalize wages and factor prices. Hffwever, even nsithoiit my viffve- 
ments of producthe factors across national boundaries, there will remit a 
partial (but not necessarily complete) equalization of factor prices front 
the free nmement of goods in intematiotial trade. 

It is clear, therefore, that, although international trade increases national 
product in England, it may at the same time so reduce the share of particular 
groups that they arc made worse off. Thus, the large British landowners who 
a century ago constituted the backbone of the Conser\'ativc or Tory party may 
have been selfish in opposing the famous repeal of the English com law tariffs 
in 1846, but they were not necessarily unintelligent in making their unsuc- 
cessful last-ditch fight to retain protective tariffs on imported grains. 

DECREASING COSTS AND INTERNATIONAL TRADE 

If economics of mass production are ovenvhelmingly important, costs may 
decrease as output expands. This would only strengthen the case for interna- 
tional exchange of goods. In fact, decreasing costs are a second great factor — 
in addition to differences in comparative costs — which explains why specializa- 
tion and trade are profitable. For, as was discussed in Chap. 3, large-scale 
specialization is most fruitful when there is a widely expanded market. In 
fact, even if there were no differences in comparative cost between two coun- 
tries, it would pay for them to toss a coin to decide who was to produce each of 
two goods subject to increasing returns or decreasing costs. Complete speciali- 
zation would increase world production of both goods. 

This may be illustrated by our example in Chap. 3 of the two identical 

‘Berth. Ohi.in, “Interregional and International Trade," Harvard University Press, 
Cambridge, I9J3. 
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Indian twins who, despite their similarity, still find it advantageous to specialize 
so that they may reap the efficiencies of mass production. 

Moreover, there is one very practical aspect of international trade under 
decreasing cost. Peculiarly under such conditions is competition likely to 
break down and be succeeded by monqioly or monopolistic competition. By 
excluding foreign competition, protective tariffs only serve to consolidate the 
position of the monopolist. This is recognized in the old slogan: “The tariff 
is the mother of trusts.” Freer international trade is often an effective, and an 
efficient, way of breaking up such monopoly positions. 

DIFFERENCES IN TASTES OR DEMAND AS A REASON FOR TRADE 

Two reasons have been given thus far for international trade: (1) differences 
in comparative costs between regions and (2) decreasing costs. For complete- 
ness, a third obvious possible cause for trade may be mentioned. Even if costs 
were identical in the two countries and increasing, trade might take place as the 
result of differences in taste. 

Thus, it might pay both Norway and Sweden to produce fish and meat in 
about the same amounts. If the Swedes have a relatively great fondness for fish 
and the Norse for meat, then a mutually profitable export of fish from Norway 
and meat from Sweden would take place. 

Both parties gain from this trade. The sum total of human happiness is in- 
creased, just as it is when Jack ^ratt trades fat meat for his wife’s lean. Both 
get some “consumer’s surplus” from the swap.* 

TRANSPORTATION COSTS 

Up to tliis point, we have neglected the whole problem of transportation 
costs. The economic costs of moving bulky and perishable goods lessens the 
extent of profitable regional specialization. The effects are like those produced 
by the passage of anificially restrictive tariff legislation. As is discussed in the 
next chapter, many of these effects are harmful to national economic welfare. 
In the case of transportation costs, the evil is unavoidable, whereas protective 
tariffs or artificial barriers to interregional trade within a nation are squarely 
the responsibility of man. 

‘ Even two individuals with identical amounts of two goods and the same tastes may in 
rare instances trade. Tw'o sailors, each with a fifth of rye and a fifth of gin, might toss a 
coin to decide which is to have 2 fifths of gin and which 2 fifths of rye. The reader should 
reason out why the same might be true of herring and chocolate, but not of corned beef and 
cabbage. This fourth cause of trade is primarily only a curio. 



Chapter 24 : the economics 

OF TARIFF PROTECTION 
AND FREE TRADE 


IT would be absurd to try to decide whether God exists or not by counting on 
one hand all the arguments in the affirmative, and on the other hand all the 
arguments in the negative— and then to award the decision to the side with the 
greater number of points. It would be no less absurd to evaluate the case for 
tariff protection by a simple numerical counting of unequally important pros 
and cons. 

Indeed, there is essentially only one argument for free or freer trade, but it 
is an exceedingly powerful one: namely, the fact that jinhmiipered trade pro- 
motes a mutually prtfitable mtenmtional dhisiov of labor, greatly euhauces the 
potential real national product of all countries, and makes possible higher standards 
of living all over the globe. Tliis was elaborated upon in the previous chapter. 

The arguments for high protection against the competition of foreign im- 
ports take many different forms. They may be divided into three categories: 
(1) Those which are definitely economically false, some so obviously and 
palpably so as hardly to merit serious discussion, but some whose falsity can be 
detected only by subtle economic reasoning. (2) A few arguments for protec- 
tion which arc without validity in a “classical” static full-employment world 
but which contain some kernels of truth in a world of underemployment and 
economic development. (3) Finally, certain noneconomic arguments which 
may make it desirable national policy to sacrifice economic welfare in order to 
subsidize certain activities admittedly not economically efficient. 

559 
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NONECONOMIC GOALS 

Let US begin with the latter for they are most simply disposed of. If you 
ever are on a debating team and are given riie assignment to defend free trade, 
you will strengthen your case at the beginning by conceding that economic 
welfare is not the only goal of life. Polkicai considerations are also important. 
Thus, it may be necessary to become partially self-sufficient in certain lines of 
activity at great cost because of fear of future wars. 

An aample is the production of synthetic rubber. Even if the original plant 
costs ate charged off as a military mqiense of World Wir II, it is doubtful 
whether we can as yet produce rubber from petroleum or grain alcohol at less 
than, say, 1 5 cents a pound. For the first years after the mv, world demand for 
rubber is so great as to keep its price above Ae variable unit cost of synthetic 
production, so Aat boA it and natural rubber will continue to be produced. 
But if Ae price should finally fell, what Aen? During the Great Depression, 
the price of rubber fell to about 2 or 3 cents a pound in Ae East Indies, and 
still supplies were forAcoming. Apparently it is not yet possible for synAetic 
rubber to beat out natural rubber on a price basis, alAough Ae synAetic 
product will always continue to be used for smne special purposes even at a 
higher price because of its peculiar physical properties. 

If, Aerefore, synthetic rubber capacity is considered necessary for national 
defense and if Ae needed amount of capacity is not able to survive under free 
trade, Ae economist cannot assert that national policy should be against 
protection to this industry. But he can insist Aat a subsidy to domestic produc- 
rion would be preferable to a tariff, because this would bring Ae domestic price 
down to the international price instead of raisii^ price to the consumer up to 
the domestic cost. Also" the subsidy would show clearly w'hat the total costs of 
national defense are and would better enable Ae public to decide wheAer the 
game is worth Ae candle.' 

The question of a national policy to foster Ae American mercantile marine 
is a similar one. Without a doubt Ae United States does not possess a com- 
parative advantage in building or operating a merchant fleet. As soon as 
American seamen, through trade-unions or on Aeir own, insist upon living 
conditions and wages remotely resembling Aose in Detroit fretories, then 
we cannot compete wiA EngliA, Dutch, Japanese, and Norwegian ships. If 
we pve no weight to America’s “glorious seafrring tradition"— a long way 

' Also, the economist might qnestion whether a iwolving stock pile of rubber would not 
be cheaper and more effective, and whether reladveiy small government subsidies to funda- 
mental scientific research and test-plot plant operanon would not be much more effective 
in tenns of long-run national defense than simply keepng inefficient plants in operation. 
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back!— and consider purely economic welfare, the correct policy is ob\dous. 
If America has a comparative advantage in factory production, let men go to 
Detroit factories where their real productivity is high. American international 
trade vill not suffer by being carried in other countries’ bonoms. 

However, if national defense makes a large merchant marine necessary, that 
is another matter. Alail subsidies and complete writing off of the costs of ships 
built during World II may then be justified. Still, there is reason to believe 
that a fraction of such outlays spent in scientifically presen-ing Liberty ships 
over the years might be equally effective. And so far as manpower in time of 
war is concerned, there seems to be no valid reason why merchant seamen 
should not be recruited and trained by the armed services, just as other sailors 
and soldiers are. 

The problem of deciding how much to spend in peacetime on national de- 
fence is always a perplexing question, especially since armament races are 
both cause and effect of international disunit}'. The economist can claim no 
special competence to advise on this problem. He can point out that selfish 
economic interests often wrap themselves in the flag and trj' to justify un- 
economic projects in terms of national defense. With less confidence, the 
economist can point out that mutually profitable international trade may help 
CO promote international understanding and unity and that political interferences 
with trade have in the past provided some of the frictions that made war 
inevitable. 

In conclusion, it is well to point out other noneconomic goals that may 
dcscr\'c consideration. Society may feel that there is some special sanctit}’^ 
about farm life, or something worth preserving in the way of life of the “stout 
agricultural yeoman or happy peasant.” (It is to be doubted that most people 
who rhapsodize in this fashion have ever lived on a farm.) Or some groups may 
agree with the Soviet Union and the church that rural living is worth fostering 
because the country has a higher birth rate than the cities. Or the day may 
arise u'hcn decentralization of population will be necessary because of the 
threat to our concentrated eastern seaboard cities of self-guided atomic bombs. 
In all such cases subsidies rather than tariffs seem called for. A tariff is simply 
one rather indirect clumsy form of subsidy which draws attention away from 
the evil in need of a remedy. 

GROSSLY FALLACIOUS ARGUMENTS FOR TARIFF 

Keeping Money in the Country. To Abraham Lincoln is sometimes at- 
tributed the remark, “I don’t know much about the tariff. But I do know that 
when I buy a coat from England, I have the coat and England has the money. 
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But when I buy a coat in this country, I have the coat and America has the 
money." 

There is no evidence that he actually ever sad this. But it does represent an 
age-old fallacy typical of the so-called “macanrilistic” Miters of the seven- 
teenth and eighteenth centuries uho preceded Adam Smidi. They considered 
a country lucky which gave away more goods dian it received, because such a 
“favorable" (!) balance of trade meant that gold would flow into the country 
in question to pay for its surplus of exports over imports. 

In this day and age it should be unnecessary to labor the point that, while 
an increased amount of mcaiey in Ae hands of one person will make hm better 
off, doubling the money in he hands of everybody in a M-employment 
economy will only serve to raise prices. Unless Ae single individual is a 
demented miser like King Midas, Ae money makes him better off, not for its 
own sake but for what it will buy or bid away from oAer individuals. However, 
for society as a whole, once full emplojunent is reached, new money cannot 
hope to buy any new goods.’ 

A Tariff for Higher Money Wages. Today it is agreed Aat extreme pro- 
tection can raise prices and attract gold into one country, if all oAer countries 
do not retaliate wiA tariffs. The tariff may even increase vumey wages. But it 
will tend to inacase Ae cost of living by more than Ae increase in money 
wages, so Aat real wages will fall as labor becomes less produaive. 

One could go on endlessly giving examples of protectionist fiillacies which 
every thoughtful person can explode in a minute by subjecting Aem to analysis. 
This docs not mean that such crude fallacies can be dismissed as unimportant. 
Actually, they arc most important of all in Aaping legislation, Ae oAer fancier 
arguments simply being used as window Aessing. 

Tariffs for Special-interest Groups. The single most important motivation 
for protective tariff is obvious to anyone who has watched the “logrolling" 
that goes on in Congress when sudi legislation is on Ae floor. It is Ae well- 
known “give-me.” Powerful pressure groups and vested interests know very 
well Aat a tariff on Acir products will help Aem whatever its effect on total 
production and consumption. Outright bribery was used in Ae old days to get 
Ae necessary votes; today powcrAl lobbies are maintained in Mhshington 
to drum up enthusiasm for Ae good old crockery, watch, or buttonhook 
industry. 
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SOME LESS OBVIOUS FALLACIES 

A Tariff Jor Revenue. First, there is die claim that the tariff should be used 
to raise government tax revenue. Actually, a customs duty on imports is only 
one form of sales tax, and a peculiarly obnoxious one. The sales tax, itself, is 
usually regarded as one of the least desirable forms of taxes because of its 
inequitable and “regressive” burden upon the poor. A custom duty or tariff is 
especially bad because in addition to its regressive impact, it distorts economic 
resources away from their best uses. If the people who advance the revenue 
argument were really sincere, they would advocate a sales tax which would 
also fall on domesdc production. But this would provide no protection at all. 

To clinch the point, only remember that a really prohibitively high tariff, 
which perfectly “protected” us from imports, would collect no revenue at all! 
Back in 1890, the so-called “billion-dollar Congress” found itself with a sur- 
plus of tax revenue over expenditure. Smee there was no debt to retire. Con- 
gress found the situation embarrassing. It finally solved the problem of excessive 
tariff revenues not by lowering tariff rates but by raising them so high as to 
reduce the total of revenue collected. 

Tariffs and the Home Market. A second argument, which by itself is on the 
whole false but whose fallacy is rather difficult to spot, goes as follows: 
“Farmers should support a tariff for industry because that will gain them a 
large home market for their products.” Henry Clay, the perennial candidate 
who turned out to be neither “right” nor “President,” often advanced this 
argument a century or more ago. 

Its falsity can be seen from different points of view. First, by cutting down 
industrial imports w^e are really at the same time indirectly tending to cut 
down our farm exports. Thus the farmer is hurt directly. “But,” Clay might 
remonstrate, “what about the extra home market for farm produce?" 

A%1I, what about it? Our detailed example of comparative cost showed that 
isolarion from international trade decreases the total of national product or real 
income. The total domestic demand for farm products w'ill certainly be less at a 
low level of real income than at a high level. So unless it can be buttressed by 
one of the quite different arguments for protection to be discussed later, the 
slogan about “creating a home market” is seen once again to be fallacious. 

Competition from Cheap Foreign Labor. A ffiird argument for protection has 
been the most popular of all in American history because it appealed to the 
large number of labor votes. According to its usual version, “If we let in goods 
produced by cheap pauper foreign labor— by Chinese coolies who live on a 
few cents worth of rice per day or by low'jiaid Czechoslovakian shoew'orkers 
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— ^then the higher standard of living of American workers cannot be main 
tamed ” So stated, the argument cannot stand up under analysis 

We have seen that trade is mutually profitable even if one country can 
produce every good more cheaply in tenns of resources than the other The 
important thmg is comparative advantage, not absolute advantage In the last 
analysis, trade boils down to two-sided barter One country cannot indefinitely 
undersell the other in every line of merchandise 

Earlier u e have shown that full employment at home does not, or at least 
should not, depend m the long run on foreign trade If then everyone in this 
country remains fully employed at his most suitable occupation, is it not to 
our selfish advantage for the workers of other countries to be willing to work for 
very little? Or to put the matter another way, the comparative cost doctrine 
shows that u e benefit most by trading u ith countries like China or the tropics 
uhich are very different from ourselves, rather than with countries like jfog 
land or Germany which are like our oun industrial economy ^ As a further 
criticism of the pauper-labor argument, there is the remarkable fact that the 
analysis of comparative advantage, summarized m Table 3 of Chap 23, did not 
concern itself at all u ith the wage rates in either country They had nothing to 
do with the increase m national income that resulted from trade 

So much from a theoretical point of view If we turn to the real world, \ie 
find the argument to be even more mcorrect In Europe and in China the 
workers beg for tariffs saying, “Protect us from the ‘unfair competition’ of 
high paid, efficient American w orkers who have skill and machinery far better 
than our ow n ” The rest of the w orld lives in mortal fear of competition from 
American mass production industries The English protectionist claims that 
the American w orker m Bridgeport, Conn who is paid 51 50 per hour is more 
than three times as efficient as the English worker who gets paid 60 caits an 
hour This is perhaps an overstatement but it is near to the important truth 
high American real w ages come from high efficiency and do not handicap us in 
competing with foreign workers 

Thus far wc have had nothing but adverse criticism for the “cheap pauper 
foreign labor” tariff argument To be perfectly honest, and without honesty 
there can be no science, we must admit that it may hat e an iota of possible 
truth in It The Ohlin proposition of the Appendix to Chap 23 suggested that 

* This argument must be qualified and amplified Backward countries so poor that they 
have little real purchasing power with which to import, at best can export little to us Most 
trade today is between industrialized countnes As a backward country advances Indus 
trially it buys more from industrial countnes and not less but perhaps not proportionally 
more, and perhaps there is less surplus per dollar of trade accruing to both parties 
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free trade m goods may serve as a partial substitute for immigration of labor 
into the United States This implies that labor scarcity in the United States 
could be alleviated by our international specialization on labor-economizing 
products and that real wages might actually fall under free trade Real national 
product uould go up, but the relanve and absolute share of labor might go 
dowTi* 

Although admitting this as a slight theoretical possibility, most economists 
are still inclined to think that its gram of truth is ounieighed by other more 
realistic considerations Of course, particular laborers such as Waltham 
\\atchmakers might be hurt by removing a tariff Nobody denies that But 
since labor is such an important and flexible factor of production with many 
alternative uses, it seems likely that other laborers w ould gam more than they 
lose and that labor as a whole would share in the increased national product 
resulting from trade - 

A Tariff Jot Retaltatm Some people adimt that a world of free trade would 
be preferable to a world of tariffs But they say that so long as other countries 
are so foolish or so wicked as to pass restrictive tariff legislation, there is 
nothing that we can do but follow smt m self-defense Actually, however, a 
tariff IS like an increase in transportation costs If other countries were foolish 
enough to let their roads go to rum, would it pay us to chop holes m ours^ 
The answer is “no ’’ Similarly, if other countries hurt us and themselves by 
passing tariffs, we should not add to our own hurt by passmg a tariff 

To make sure that he grasps the point ffiat our tariff harms us as well as the 
foreigner, the student should realize that there are four gams when the Hull 
trade-agreements program succeeds m getting another country and ourselves 
to lower tariffs reciprocally Tlie other country’s tariff reduction bestows 
gain)! (I) on us and ( 2 ) on them Our tariff reduction adds tw 0 more gams, ( 3 ) 
upon ourselves and ( 4 ) upon them 

The only possible sense in the argument, therefore, that we should retaliate 
when a foreign country raises tariffs, is diat our threat of retaliation may deter 

* The advanced student may be referred to the paper by W Stolper and P A Samuelson, 
Protccnon and Real Vlhges, Review of Economic Studies, Vol 9, November, 1941, pp 
58-74 

’ It would be inappropriate to discuss m an elementary textbook the theorencally valid 
argument that by limited protection a country may turn the “terms of trade” in her own favor, 
and so to speak "make the foreigner pay the duty ” The reader is referred to G Haberler, 
“Theory of International Trade,” p 290, Hodge and Company, London, 1936, for a dis- 
cussion of this theoretical possibility Even if we grant it practical importance, we must 
consider it a beggar-my neighbor policy which will invite retaliation and which cannot be 
simultaneously adopted by everybody with profit 
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them from raising tariffs, and our promise to reduce tariffs may persuade 
them to reduce theirs This ttould justify our passing an occasional tariff as a 
bluff, but whenever our bluffs do not seem to cause foreigners to reduce their 
tariffs, we should give them up 

Most realistic students of political saence behcve ftom their studies of 
history that retaliatory tariffs usually cause other countries to raise theirs still 
higher, and rarely provide an effective bargaimng weapon for multilateral 
tariff reduction 

The “Scientific" Tmff This is one of the most vicious arguments for a 
tariff, VICIOUS because it often sounds plausible and moderate, but if taken 
literally, it would mean the end to all Bade According to the usual form of this 
argument, tariffs should be passed to “equalize the cost of production at home 
and abroad ” We saw in the precedmg chapter diat all of the advantage from 
trade rests upon diffeiences in cost or advantage If tariffs were passed raising 
the costs of imports to that of the highest American producer, no goods could 
come in at all ‘ 

There is nothing scientific about such a tanff It is a grave reflection on the 
economic literacy of the Amencan people that this least desirable of all 
protectionist aiguments has had tremendous political importance m our history, 
and has even been ivntten into law upon*occasion 

ARGUMENTS TOR PROTECTIOV UNDER DYNAMIC CONDITIONS 

At last we are arriving at a point in the protection versus free Bade debate 
where those in favor of tariffs can begm to score some weighty points Two 
important arguments fall m this category (I) that a tariff may help to reduce 
unemployment and (2) that temporary tanff protection for an “infent in- 
dustry” with growth potennahnes may be desirable 

Tariffs and Urmploynumt The first of diese arguments need not be dis- 
cussed in this chapter, because we are here assessing the effects of intemaBonal 
trade on a counBy’s potential or fiill-enqiloyraent income This does not mean 
that the “tariff to aid unemployment” argument is unimportant Actually the 
mam theme of this book is die problem of fiill employment Wfe can no more 
neglect the influence of intemaoonal trade m total purchasing power or 
effective demand than we can ignore die possibihty of “technological unem- 
ployment ” For internaBonal trade, like saendfic discovery, can conceivably 

> With nonconstant cost the saentific tanff formula is indeterminate No tanff at a!! 
may equalize foreign costs and those of a scry few of Americas s most efficient jiroducers 
Where should the line be drawn’ 
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increase a nation’s potential level of total product and at the same time tend to 
lower the actual level of production, consumption, and employment attained. 
Such a gap between actual and potential production would represent the 
frittering away of our gains in the form of unemployment and ov^capacity. 
We cannot shirk the task of devising policy measures aimed at closing the gap 
between actual production and attainable full-employment production. 

But beggar-my-neighbor international policies are not the proper methods. 
In Chap. 1 6, the favorable multiplier effects of exports on jobs and the unfavor- 
able “leakage” effects of imports were discussed. However, the shortsighted 
character of such beggar-my-neighbor tactics, which invite retaliation and 
leave everyone worse off, was also stressed. 

Tariffs for “Infant Industries." There is, however, no better time than the 
present to discuss the “infant-industry” argument for protection. Alexander 
Hamilton in his famous “Report on Manufactures” stated it very clearly; it is 
also associated with the name of a nineteenth-century German economist, 
Friedrich List; and it has received the cautious blessing of John Stuart Mill, 
Alfred Marshall, Frank W. Taussig, and other orthodox economists. 

According to this doctrine, there are many lines of activity in which a 
country would really have a comparative advantage, if only it could get them 
started. If confronted with foreign conqiedtion, such infantile industries are not 
able to weather the initial period of experimentation and financial stress. But 
given a breathing space, they can be expected to develop economies of mass 
production and the technological efficiency typical of many modem processes. 
Although protection will at first raise prices to the consumer, once the industry 
grows up, it will be so efficient that costs and prices will actually have fallen. 

There is certainly something to this, at least as a theoretical possibility. 
The late Prof. F. W. Taussig in a careful historical study^ came to the tentative 
conclusion that the American silk-manufiicturing industry represented a suc- 
cessful case of the infant-industry argument. That is, silk manufacturing 
finally developed a comparative advantage; it finally grew up so that it could 
stand on its own feet even were the tariff to be removed. But the same could 
not be said about the woolen worsted industry. This industry came into being 
because of tariff protection; but seemingly it never did reach the point where 
it could utilize our so-called “Yankee mechanical ingenuity” as effectively as 
other industries. It represented, therefore, a baby that never grew up. 

Unfortunately for the practical importance of this argument, even promising 

' F. W. Taussig, “Some Aspects of the Tariff Question,” rev. ed., Harvard University 
Press, Cambridge, 1931. 
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baby industries cannot swing many votes. It is not they who tend to receive 
protection from Congress but rather the old and powerful vested interests who 
have never shed their diapers for, lo, diese many years.' 

The ''Ymng-ecmcmy” Arffonent. Probably, the infent-industry argument 
had more validity for America a century ago than it does today, and has more 
validity for present-day backward nations than for those which have already 
experienced the transition frran an agricultural to an industrial way of life. 
In a sense such nations are still asleqp; they cannot be said to be truly in 
equilibrium. All over the world, farmers seem to earn less than industrial 
workers. Consequently, there is everywhere a relative growth of industry and 
a decline of agriculture. Populations migrate cityward, but this movement is not 
rapid enough to achieve an equilibrium of earnings and productivity. A strong 
case can be made for using moderate protection to accelerate these economically 
desirable long-run trends. Such a defense of protection might more appropri- 
ately be called a “young-economy” argument rather than an infant-industry 
one. 

One final word. Please note that die infent-industry or young-economy argu- 
ments are not contradictory to the principle of comparative advantage. On the 
contrary, their validity rests upon die presumption of an induced, dynamical 
shift of the Production-possibility curve outward and in the direction of a new 
comparative advantage in the lines requirmg temporary protection. 

This completes our discussion of the tariff controversy except for its 
implications with respect to unemployment which were already discussed in 
Part Two. No feir-minded reader who takes the trouble to think the matter 
through can fail to see how shallow are most of the economic arguments for 
tariff protection. The only serious exception is the infant-industry or young- 
economy argument. It is not surprising therefore that economists — ^who are 
supposed to agree on almost nothing — ^were unanimously opposed to the 
extreme tariff rates in the Smoot-Hawley Tariff of the early thirties and have 
been overwhelmingly in favor of die Hull Reciprocal Trade Agreements and 
the postwar ITO (International Trade Organization) aimed at lowering trade 
barriers. 

1 Perhaps an exception to this rather cynical view is provided by certain war industries 
such as chemicals and optics which got a start when Wsrld War I cut off German compe- 
tition. After the war these “war babies” demanded and received protection even though 
American scientific progress in these fundamental fields was clearly inferior to that of 
Genrtany. However, now that Germany has driven out her best scientists, it is likely that 
we enjoy a comparative advantage in these fields. Even if we didn’t, military security might 
make subsidies to them necessary. 
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SUMMARY 


1 The case for freer trade rests upon the increased productn ity which inter 
national specialization according to the law of comparative advantage makes 
possible Higher orld production is made possible and all countries can have 
higher standards of living Trade between countries with different standards of 
living is likely to be espeaally mutually profitable 

2 Most of the arguments for tarifiF protection are simply ranonalizations 
for special benefits to particular pressure groups and ill not stand up under 
analysis 

3 An important exception is provided by the need to favor certam uneco- 
nomical lines of activity for reasons of national defense Perhaps an outright 
government subsidy would be preferable in such cases 

4 The only other exception of any practical importance aside from the 
aigument for a tariff to relieve unemployment is provided by the case of 
infiint industries or young economies which need some temporary protection in 
order to realize their true long run comparative advantages 


QUESTIONS FOR DISCUSSION 


1 What do you think is the single most fasorable argument for a tanfiF? 

2 Make a list of fallaaous tariff arguments How would you outline the various 
arguments fiir and against tariffs? 

3 Briefly describe the tariff history of the Umted States 

4 Import quotas are much like tanffs Discuss 

5 Comment critically on the infant industry and young economy arguments What 
IS their relauon to comparative advantage? 

6 Mention some noneconomic consideraoons relevant to tariffs 



Chaper 25 : the dynamics 

OF SPECULATION AND RISK 


IN a \veII-oxaanized compeddve market, diere tends to be at any one rime and 
place a single prevailing price. This is becanse of die acrion of professional 
speculators or arbitTjgers ivho keep their ear to the market and. as soon as the}' 
leam of any price differences, baj* at the cheaper price and sell at the dearer 
price, diereby making a profit for themselves — at the same time tending to 
equalize die price.^ 

Two markets at a considerable distance firom each other may tend to have 
different prices. ^^Tieat in Chicago may sell for a few cents more per hundred 
than in Kansas Gt\', because of the shipping, insurance, and mterest diarees 
involved in transportation. But if ever the price in Chicago should rise by 
more dian the few cents of shilling costs, speculators i^ill bu}’ in Kansas City 
and ship to Chicago, diereby brin^g the price up in Kansas Gt}- and down in 
'Chicago to the noimal differential diarge.- 

sPECCumox .om price behamor oixr time 

In an ideal comperitive market there tends to be a definite pattern of prices 
ffi-fT twie just as diere is over space. But the difficulties of predicting the future 
make this pattern a less perfect one, so diat we have an equilibrium diat is 
constandy being disturbed bat is always in the process of refonning itself— 
not unlike the surface of the ocean. 

Let us consider the simplest case of a grain diat is harvested at one period of 

* On die fioor of the Chicago Board of Trsde. die iaioonaat nsrfcet for grain, sonie half 
a hirsdred importint “pit scalpers,’” or dealers, are said ro make all ritar proSzs oa jrice 
dianges widiia each day, dosing out all didr transacdoas everj* night and slecjnng peace- 
fully uadi die next day. 

= \^"heat in Ciicago can fall down to the Kansas Gtj' price, but dim no grain will be 
flowing between die two dues. Qaimodities always follow a “reverse law of gravity" — 
thc%' always flow ap a rising price KIL whose gradient dq>S2ds on transport cost. 

570 
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the year. This crop must be made to last all the year if privation is to be 
avoided. Since no one passes a law rt^atii^ the storage of grain, how is this 
desirable state of affairs brought about? The answer is through the attempts of 
speculators to make a profit. A well-mformed speculator who is a specialist 
in this grain realizes that, if all of the gram is thrown on the market in the 
it wiU fetch a very low price because of the glutting of the market. 
On the' other hand, some months later with almost no grain coming on the 
market, the price will tend to skyrocket upward. 

This is what would tend to happen were it not for the action of speralators. 
They realize that by ( 1 ) purchasing some of the autumn crop while it is cheap, 
( 2 ) withholding it in storage, and ( 3 ) selling it later when the price has risen, 

they can make a profit. TWs th^ PAHERN OF SEASONAL PRICES 

do. But in doing so, they increase the SPECULATORS’ FORECASTS 

autumn demand for grain and raise ARE PERFECT 

its autumn price; and they increase 
the spring supply of grain and lower 
its price at that time. At the same 
time that they are equalizing the 
price over the year, they are equal- 
izing the supply coming on the 
market in each month— which is as Winter ' Foil Spring 

it should be. Moreover, if there is no. 1. 

brisk competition among speculators, 

none will make an excessive profit over the costs that he incurs {including of 
course the wages necessary to keep him in this line of activity) . Actually the 
speculator himself may never touch a grain of wheat or a bale of cotton, nor 
need he know anything about storage, warehouses, or delivery. He merely 
buys and sells bits of paper, but the effect is exactly as described above. 

Now there is one and only one monthly price pattern which will result in 
neither profits nor losses. A little thought will show that it will not be a pattern 
of constant prices, but rather one with lowest prices in the autumn and then 
gradually rising prices until the peak is reached just before the new wheat 
comes in. The price must rise from month to month to compensate for the 
storage and interest costs of carrjring the crop in storage, in exactly the same 
way that the price must rise over ^ace frtMn one mile to the next to compensate 
for the cost of transportation. Figure 1 shows the behavior of prices over an 
ideal yearly cycle. The increase in price from month to month is not constant, 
because of the accelerated growth of compound interest on the money tied up in 
the stored crop. 
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Not all fluctuations in activity can be so accurately, forecast as the seasonal 
harvesting of a crop. No one can predict with confidence next year’s weather 6r 
whether a depression will develop in the near future. But to the extent that 
speculators can form any accurate guesses today about the future scarcity of a 
commodity, they will tend to buy it now for future delivery, thereby causing 
(1) a wididrawal of present supply, (2) an increase of present price, (3) an 
increase in amount stored, (4) an increase in future supply, (5) a reduction in 
future price, or in all a relative stabilization of price and consumption over 
time. The student should trace through the opposite process by which specu- 
lators stabilize prices when they correctly foresee an exceptionally large 
future crop and a low future price; how they then begin to “sell short’’^ for 
future delivery, pending to depress current prices, increase present consump- 
tion, decrease carry-over of stocks, and so forth. 

Aside from dieir possible influence toward stabilizing prices, speculators 
have another important function. By being willing to take risks on their own 
shoulders, they enable others to avoid risk. For example, a miller must carry 
large inventories of grain in the course of his business. If the price of grain 
goes up, he makes a windfall capital gain; if down, he makes a windfall loss. 
But let us suppose diat he is content to earn his living by milling flour and 
wishes to forego all risk taking. This he can do by a process called “hedging.” 
This complicated procedure is rather like a man who bets on Army to win the 
Army-Navy game, and then washes out this transaction, or covers it, by 
placing an equal bet on the Navy. Whichever side wins, he comes out the 
same, his left hand winning what his right hand loses.^ 

* There is really nothing mysterious about selling short. I simply put ra an order to my 
broker in which I agree, in return for a certain pncc vow, to deliver at sonu later date (usually 
but not always exactly specified) an amount of grain. Usually at the time of putting in the order, 
I do not have on hand the gram. But I li^ally fulfill my contract by later “covering”; u., 
buying the grain and making delivery. If I later have to pay a higher price m covering than I 
now receive when selling short, then 1 make a loss. But if I have guessed right and prices do 
fall in the intervening period, then I “buy in” for less than I have received and make a profit. 
Selling short in the stock market works oat similarly, except that I am free to cover and 
make future delivery of the stock at any rime I please. In the meantime, the man who has 
bought -the stock receives his stock shares. How? As a result of the fact that my broker, 
obligingly, lends me the stock certificates to make delivery. Later when 1 cover, I boy in 
the stock and turn over the certificates to my obliging broker. 

* Likewise the miller, in quoring his present price for flour, wll do so only after having 
bought a “future contract" for delivery of wheat to replace his used-up inventory of grain. 
If the price of wheat should go up a month from now, then the miller will have made a loss 
by selling his flour too cheap. But the gain he makes on his future purchase just cancels out 
his loss, and so he is “hedged" against risk. 
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To the extent that speculators forecast accurately, they provide a definite 
social sen-ice. To the extent that diey forecast badly, the}’- tend to aggravate 
the variability of prices. Were it not for the detailed statistical information 
provided by the Department of Agriculture and private agencies, the 150-odd 
main traders of the Chicago Board of Trade would find themselves at the 
mercy of every idle rumor, hope, and fear. For speculation is essentially a 
mass contagion, like the inexplicable dancing crazes that swept mcdiev-al 
villages, the Dutch tulip mania that sent die price of a single bulb higher than 
that of a house, the South Sea Bubble in which companies sold stock at fabulous 
prices for enterprises which would “later be revealed.” 

THE GREAT STOCK-MARKET CRASH 

This was illustrated more recently in the United States during the fabulous 
stock market boom of the “roaring twenties.” Housewives, Pullman porters, 
college students between classes— all bought and sold (but mostly bought!) 
common and preferred stocks. Most purchases in this wild “bull” market were 
"on margin"; ;.r., the buyer of $10,000 worth of stocks had to put up only 
$2,500 or less in cash, borrowing the difference by pledging his newly bought 
stocks. What matter that he had to pay his broker 5, 6, or 7 per cent per year 
on his borrowings when in one day Auburn Motors or Bethlehem Steel might 
jump 10 per cent in value! 

The most wonderful thing about a bull market is that it creates its own 
hopes. If people buy because they think stocks will rise, their act of buying 
sends up the price of stocks. This causes them to buy still further, and sends 
the dizzy dance off on another round. And unlike a game of cards or dice, no 
one loses what the winners gain. Everybody gets a prize! Of course, the prizes 
are all on paper and would disappear if e\-cryone tried to cash them in. But 
why should anyone wish to sell such lucrarivc securities? . 

When the whole xvorld is mad, ’tis folly to be sane. Suppose one were so 
wise or so naive as to believe that the public-utilities holding companies were 
paper pyramids on cardboard foundations; or that Florida dream real-estate 
dc\'elopments were midway between pine diickct and swamp; or that private 
foreign loans to South America and Europe were being frittered away in roads 
to nowhere or on public swimming pools? MTiat could such a social misfit do? 
He would soon learn the first rule of property values: “A thing is worth -what 
people think it is worth.” Unfortunately, to be successful this has to be applied 
in connection with the second rule, wiiich is as hard to follow in practice as 
belling the cat or catching birds by potting salt on their tails: “Don’t be the 
sucker left holding the bag.” 
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When the black October crash of 1929 came, everyone was caught, 
the big-league professionals and the piddling amateurs— Andrew Mellon, John 
D. Rockefeller, the engineer in die White House, and the economics professor 
from Yale. The bottom fell out of die market. Brokers had to sell out the 
“margin” accounts of investors who could no longer pony up extra funds to 
cover die depleted value of their collateral,* sending die market doira still 
further. Even those who did not buy on ma^m lost one-third of their capital 
by the end of the year, and five-sixths by 1932. 

The bull market was over and the bear market had taken its place. And, as 
the former had lived on its dreams, so the latter was consumed by its own 
nightmares. Billions of dollars of security values were wiped out every month, 
taking with them not only die capital of gamblers out for speculative gains, but 
also the widow’s mite supposedly invested for steady income. A “blue chip” 
stock like United States Steel fell from a 1929 high of 261 to a 1932 low of 
21 while less respectable securities dropped off the Board completely. Even 
though President Hoover and his administration were friendly toward busi- 
ness, in vain did they try to restore confidence by predicting that “prosperity 
is just around die comer” and “stocks are excellent buys at their present 
levels.” 

Finally, after the great banking crisis of 1933 and die NRA, the stock market 
began to follow general business recovery. Figure 2 shows the movements of 
stock market values over the whole period. Although stocks were bullish in 
1936-1937 and again during World Whr II, they have never at any time 
returned to anything like die peak levels of 1929. 

To the age-old question, does the market follow business activity or busi- 
ness activity the market, no simple answer can be given. It is reasonably clear 
that business activity, natiwial income, and corporate earnings determine stock 
prices and not vice versa; and also that the psychological effects of market 
movements no longer have primary importance, but are in die nature of a grim 
national side show. But still die market can occasionally anticipate changes in 
national income and total purchasing power. It then appears to be leading them 
when really it is following wdiat it thinks they will be later. 

There are no simply stated foolproof rules for making money out of the 
stock market. Anyone who can accurately predict die future course of busmess 
activity will prosper, but there is no such person. At least four main classes of 
investors and speculators can be distii^uidied: 

' Frederick Leivis Allen’s amusing and intercsring chronicle of the 1920’s, “Only Yester- 
day,” gives a detailed account of the role of the stock-market boom in American life. This 
is now a 25-ccnt Bantam reprint. 
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1. The group who simply buy and hold. If the national economy has a long- 
time upward trend, they fare reasonably AveU over the long run. They might 
do even better if they would follow the statistical advice of investment services 
as to how to switch to companies of more favorable growth prospects. 

The effect of dus group is neither to stabilize nor destabilize prices; except, 
to the extent that they freeze shares off the market and limit the number of 

COMPOSITE AVERAGE 100 STOCKS 



FIG. 2. Source: New York Herald Triinme. 

tradings, they tend to make the market more “thin.” In a thin market there are 
so few transactions that the attempt to buy a few hundred shares may send its 
price up a few points because of the absence of ready sellers around the ruling 
market price. An attempt to sell may depress the price a few points. 

2. At the other extreme are the honr-to^our, day-to-day ticker watchers, 
to be seen in every brokerage office. Generally speaking, they buy and sell, 
sell and buy. By and large, they make money only for their brokers. 

This group has the effect of making the market less thin. Because of them. 
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any investor can expea to be able to liquidate his marka holdings at any time 
at some price, alriiough not at a price predictable in advance nor necessarily 
at the price riiat he would like. Still even this restricted “liquidity" enhances 
the attractiveness of securities traded on organized exchanges ova and above 
the unlisted issues of smalla conpanies bought and sold by btokas ova 
the counta. 

3. In between are those speculators who play intermediate swings of many 
months or years. The least successful of diese are the amateurs whose entrance 
into the market at the top when it is too late is the signal for the “smart 
money” to leave. The most successful speculators are those who are able to 
avoid the extremes of enthusiasm of the mob and to discern undalying business 
conditions. This does not mean diat diey sinqjly buj' beause a stock looks W 
and sell when it looks high. On the contrary, diey buy when stocks look as if 
they trill oonrinue to rise. IVhen a drop seems imminent, they sell short or, 
more conservatively, they sinqtly go into cash or high-grade bonds. It takes 
cool nerves to sell short beause on the whole the market is ovaoptimistic. 
But if a single indiridual does it cleveriy, he will achieve success in avoiding 
the losses of a bear marka— which by the way is die only time that wide- 
sprad losses are incurred; more dian that, he convens such losses into actual 
grins. 

The behavior of this group of speculators is often destabilizing to prices. 
They “pile on" to a price rise and send it fetdia; Aey similarly menMe any 
decline. 

4. Finally, thae are individuals who study special situations. From public 
or inside sources, they learn in advance of changes in die fortunes of parricular 
companies: of rumored bankruptcies, of special stock diridends, split-ups, a 
mergas, of likely earuings and dividend announcements, etc. A’lTien combmcd 
irith the successful chaiaaeristia of die third group, members of this group, 
sudi as the elda statesman of two wars, Bernard Baruch, make the latest 
profit from the market. During World Whr 11 it was not unheard of for a few 
alert operators to run S1,000 up to $1,000,000 at the same time keepingprofits 
in die form of less harily taxed apital gains. 

But die investor must take to hean Baruch’s audon: 

If you are ready to gi^e up everything eke— to smdy the whole histot)' and back- 
ground of the marka and all die principal companies whose stocks are on the board 
as carefully as a medical student studies anatomy— if jou can do all that, and, m addi- 
rion, you have the cool nerves of a great ganibiff, die sixdi sense of a kindof clairvoyant, 
and the courage of a lion, yon have a ghost of a chance. 
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gambling and diminishing utility 

The defenders of speculation resent die charge that it represents simply 
another form of gambling, like betting on die horse races or buying a lottery 
ticket. They emphasize that an uncertain world necessarily involves risk and 
that someone must bear risks. They claim that the knowledge and the venture- 
somencss of the speculator are chained to a socially useful purpose, thereby 
reducing fluctuations and risks to others. We have seen that this is not always 
the case and that speculation may be destabilizing; but certainly no one can 
deny all validity to the above claims. 

Why is gambling considered such a bad thing? Part of the reason, perhaps 
the most important part, lies in the held of morals, ethics, and religion; upon 
these the economist is not qualified to pass exact judgment. There is, however, 
a substantial economic case to be made against gambling. 

First, it involves simply sterile transfers of money between individuals, creat- 
ing no new value.^ W'^hile creating no value, gambling does nevertheless 
absorb time and resources. When pursued beyond the limits of recreation, 
where the main purpose after all is to “kill” time, gambling subtracts from the 
national income. 

The second economic disadvantage of gambling is the fact that it tends to 
promote inequality and instability of mmies. People who sit down to the 
gaming tabic with the same amount of money go away with widely different 
amounts. A gambler (and his family) must expect to be on the top of the world 
one day, and when luck changes — ^which is the only predictable thing about it 
—he may almost starve. 

But why is inequality of income over time and between persons considered 
such a bad tiling? One answer is to be found in the widely held belief that the 
gain in well-being achieved by an ertm {1,000 of income is not so great as die 
loss in well-being of foregoing {1,000 of income. Therefore, a bet at fair odds 
involves an economic loss: the money you stand to win balances the money 
you may lose, but the satisfaction you stand to win is less than the satisfection 
you stand to lose. 

Similarly, if it can be assumed that mdividuals are all “roughly the same" 
and are ethically comparable, then the dollars gained by the rich do not create 

* Actually in all professional gambling arrangements, the participants lose out on balance. 
The leakage comes from the fact that the odds are always rigged in favor of the “house” 
so that even an “honest” house will win in the long run. Moderate gambling among friends 
may be considered as a form of consumption or recreation activity whose cost to the group 
as a whole is zero. 
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SO much welfare as the dollars lost by the poor. This has been used not only as 
a criticism of gambling, but as a positive argument in favor of “progressive" 
taxation aimed at lowering the inequality of the distribution of income. 

Just as the law of diminishing returns was seen to underlie the Malthusian 
theory of population, so is the “law of diminishing (marginal or extra) utility” 
used by many economists to condemn professional gambling. According to 
this law, as money income increases, eadi new dollar adds something to well- 
being, but less and less. In the same way, each extra unit of any good that can 
be bought with money contributes less and less satisfaction or utility. When 
we get as much of a food as we wish (e.g., water), it becomes a “free good" 
because still further units add nothing new to our utility. 

As an example of this law, consider tire utility or satisfaction to be derived 
from consuming more or less sugar per week. The accompanying hypothetical 
table shows how many units of utility are associated with an individual’s con- 
sumption of different amounts of sugar per week. 

TABLE 1 . Utility Schedule of Sugar 


Founds of sugar 
per week 

Amount of total Extra utility 

utility due to last lb. 

0 

0 4 

1 

4 t 

2 


3 

9 1 

4 


5 

10 ° 


The first part of Fig. 3 shows how total utility grows with the amount of 
sugar consumed; the second, how much extra utility is added with each new 
pound of sugar consumption. The first set of blocks is increasing, but the law 
of diminishing utility causes the second set to be decreasing; i.#., the steps go 
downhill. Note that the sum of all the blocks in the second diagram is equal 
to the last pillar of blocks in the first diagram. This corresponds to the fact that 
total utility is the sum of the extra utility added by each of the units. 


ECONOMICS OF INSURANCE 

Mb are now in a position to see why insurance, which appears to be just 
another form of gambling, actually has exactly opposite effects. For the same 
reasons that gambling is bad, insurance is economically advantageous. 

In buying fire insurance on his house, die owner seems to be betting with the 
insurance company that his house will bum down. If it does not, and the odds 
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are heavily in favor of its not burning, the owner forfeits the small premium 
charge. If it does bum down, the company loses the bet and must reimburse the 
owner to the tune of the face value of the policy agreed upon. (F or the obvious 
reason of removing temptation from hard-up home owners who like fire 
engines, the face value of the policy tends to be something less than themoney 
value of the property insured.) 

What is true of fire insurance is equally true of life, accident, automobile, or 
any other kind of insurance. Actually the famous Lloyd’s of London, which is 
not a corporation but simply a place for insurance brokers to come together, 
will insure a ball team against rain, 
dancers against infiintile paralysis, a 
hotel keeper against a damage suit 
fi'om the widow of a man killed in 
a fight with another man who bought 
a dnnk in the hotel’s cocktail lounge, 
and will write numerous other bizarre 
policies. But by the common law, 

Lloyd’s cannot bet $10,000 with me 
that it will not snow on Christmas, 
since I do not have an “insurable 
interest” of that amount. But a ski 
resort owner, who stands to lose that much if it does not snow, would have 
such an insurable interest and could buy such a policy. 

Insurance is the opposite of gamblii^ because what is unpredictable and 
subject to chance for the individual is highly predictable and uniform in the 
mass. Whether John C. Smith, age twenty and in good health, will live for 30 
more years is a matter of chance, but the famous law of large numbers guaran- 
tees that out of 100,000-odd twenty-year-olds in good health only a definite 
proportion will still be alive at the end of such a period of time. The life- 
insurance company can easily set a life policy premium rate at which it will 
never lose money. Certainly therefore, the company is not gambling. What 
about the buyer of life insurance, is he gambling^ Actually it is not hard to 
show the reverse to be true: the man who does not insure his house is doing 
the gambling. He is risking the whole value of his house against the small 
premium saved. If his house does not bum down in any year, he has won his 
bet; if it does, as occasionally must happen, he loses his bet and incurs a tre- 
mendous penalty. 

At this point, a sporting man will say, “So what^* Of course, a man gambles 
when he doesn’t buy insurance. But the odds on such a bet are not unfavorable. 


TOTAL UTILITY EXTRA UTILITY 




580 THE DYNAMICS OF SPECULATION AND RISK 

In fact, they are favorable, because we know (hat die insurance company is not 
in business for its health. It must keep records, it must support insurance 
salesmen in the style to which they are accustomed, and so forth. All this costs 
money and must be ‘loaded’ on to die insurance premium, detracting from the 
perfect mathematical odds of the buyer and making the odds for the nonbuyer 
a little better.” 

To which a rational man will rqily, “When I am among friends, I don’t 
mind a small game of chance for rdaiation even at slightly unfavorable odds. 
But when a big bet is involved, even if die odds are favorable, then I pass. I 
insure my house because I hardly miss the premium each year, and if it should 
bum down without being covered, I would feel the loss an awliil lot. When 
I insure, my living standards over rime and income are always the same, come 
what may. When I don’t, I may be up for a while, but I risk going way dmvn.” 

Obviously, although it has been left unsaid, die law of diminishing utility— 
which makes the satisfaction from uins less important than the privation from 
losses— is one way of justifying the above reasoning. This Im of dimmhmg 
vtility tells us that a steady mmm, eepntaUy dmded meng individuals instead of 
arbitrarily apportioned between the lucky or unlucky people whose house did or did 
not bum down, is ecemonuctdly advantageous.^ Also, when a family chooses to 
buy hospital and medical insurance, there is also die belief that this will be a 
relatively painless my of making itself “save against a rainy day.” This self- 
imposed compulsory sanng feature is anodier beneficial characteristic of 
insurance. 

WHAT CAN BE INSURED? 

Undoubtedly then, insurance is a highly important way of spreading risks. 
Why then can we not insure ourselves against all the risks of life? The ansiver 
lies in the indisputable fact that certain definite mathematical conditions are 
necessary before sufficiently exact actuarial probabilities can be determined. 
What are these? 

First, we must have a large number of events. Only then will there lie possible 
a pooling of risks and a “cancellation of averages.” The bank at Monte Carlo 
knows there is safety in numbers. The lucky streak of a dissolute Hungarian 
nobleman will be canceled by the losings of a Me Ukrainian countess or else 
by her next night’s losings. Once in a blue moon someone may “break the 
bank” but in a few more lunar cycles die “house” will more than break even. 

> As was mcntioiicd in Chap. 20 in coonccrion irith the discussion of consumer behavior, 
not all economists arc willing to make assumptions about "utilit)’." There, sueh an attitude 
made no difference! here, it might 
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Hut larpc niinilurrs arc not cnoiipli. No pnuicnr fire-insurance company 
wpulil CKinfinc itself to the island of Manhattan c\’cn though there arc thousands 
of liuiliiings there. Tlif iiiicfmin events must he rehtively indepnideut. F.ach 
throw of the dice, each chance of loss hy fire, .should stand relatively by itself. 
Obviously, a pre.tt fire like that of Qticapo in 1871 or in San Francisco after 
the canluiuakc, w ould stihject all the liuildinps in the same locality' to the same 
risk. 'Iltc cnmp.my would be nuiking a her on one event, nor on thousands of 
inJeptiiiicnr events. Instwd, it must diversify it.s risks. Private companies 
cannot write atoittic iKitnb instirance for obvious reasons. 'Hiis c.\plains why 
it i.< not iwssibic to buy unonpln\nncni insurance from a private company. 
Depressions arc great jdapucs which hit all sections and all classes at one and 
the .same tintc, with a prob.ibility that cannot l>c computed in advance with 
any precision, 'lltcrcforc only the government, whose business it is to take 
losses, can take the rcsponsiliility of providing unctnployinent compensation 
benefit pajinents. As we have seen in our c.irhcr disaissions of Social Securin', 
the povemtnent «su.tlly docs imkc its Itcncfit paynnents increase with the size 
of the worker's or his employer's contribution into the Unemployment 
Cozn{>cns.ition Kc<cr\ c Fund; ntwcnhelcss, the government docs not follow 
the actu.1ri.1l principlc.s apprqiriatc to private insurance, llic lowest paid 
workers usu.illy .statui to receive more licncfits than they arc called upon to pay 
for. 'Iliis is in accord with the fund.imcntal principles of social security’ or social 
insuMnee, which always places a deservedly large emphasis upon the human 
nccxls of the recipients. 

An cixT larger niinilicr of life’s tincenaintics arc being banished by insurance. 
In addition to life, automobile, accident, fire and tlicfr, employee lionding, and 
other tnditional fonns of insurance, we arc lieginning to see the great growth of 
priiatc old-age annuities, ho.spital in.sur.tncc (r.g., JJIue Cro.s.s), medical in- 
surance (f.g., 'Wltitc Cross, Blue Shield), and so forth. In addition, as we have 
seen, the pos.sihility of hcilging permits those of us who wish to be safe to 
throw part of the risks of life upon spcailators who wish to take risks. 

But there still remain, and probably always will, numerous risks of personal 
and business life. No one can insure the .success of a new beauty shop, a new 
mousetrap, or a hopeful opera singer. Without error there cannot be trial; 
and without trial, there cannot be progress. 

JOINT i*um.ic AND t'RiVA-ir. Ki.si*ONsinii,inrj: 

It would not be appropriate to leave the subject of risk taking without indi- 
cating tlic important role of collective group action in tliis sphere. At best, 
organized markets and speculation cover only' a small part of economic life, 
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and even then krgely serve only to skre md trmfer risks. At worst, as we 
have seen in connection with the stock market, certain types of individual 
speculation may destabilize the economy and intensify risk. 

One of the advantages of monthly, but one that should not be diought to 
overshadow its disadvantages, is its ability to avoid the uncertainties of un- 
coordinated swams of competitors. Also the government, by means of an 
“ever-normal gtanary” prt^tam in which a store of wheat is always maintained 
against the vagaries of the weadiCT and aop yield, may not simply share and 
transfer risks but actually control and reduce them. Unfortunately, in ptactice, 
the ever-normal granary proposals as well as the many hi^ly desirable pro- 
grams for soil conservation, flood control, and reforestation often become 
stalking-hotses behind which are hidden the attempts of special fatmet pressure 
groups to restrict production so as to raise income by taking advantage of 
inelasticity of demand. 

Also, it is the democratic will of the people that the SEC and the self- 
imposed edicts of the otganized stock cxdianges should protect the ordinaty 
stockholder and investor against such abuses as flraud, rigging of the market, 
false rumors, “conceming" of a aop or security, and “insida" speculation. 
When a company wishes to sell a nctv security, it must list it in advance with 
the SEC to be sure diat no flilse claims are made. A broka is barred from giving 
advice and tips whose purpose is simply to make a sale. Holding companies 
whose only function is to “pyramid” tremendous anpires of control have been 
dissolved. In 1946 “margin” requirements were raised to 100 per cent in orda 
to curb the ardor and effectiveness of would-be ^ulative plungas; a year 
lata they were returned to dieir forma 75 pa cent. 


SUMMARY 

1. The intelligent profit-seeking action of speculators and arbitragers tends 
to aeate catain definite equilibrium patterns of price ova space and time. To 
the extent that speculators moderate price and consumption instability, they 
are paforming a socially useful puipose. To the extent that they provide a 
market and peimit othas to hedge against risk, they are paforming a fiirtha 
socially useful function. 

2. But to the extent that speculators pile on to price changes and cause great 
fluctuations in stock prices, commodities, and foreign exchange rates, their 
function is a harmful one. 
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3 The economic principle of diminishing (margmal) utility is one -nay of 
showing why gambling is economically unsound and insurance sound There 
are, of course, necessarily fundamental and important differences between 
private and social insurance or social security 


dUESTIONS FOR DISCUSSION 


1 If the complete shipping costs per bushel of wrheat betwreen Kansas City and 
Chicago are exactly 2 cents then onlj one of the following statements is true 

a Wheat must sell for 2 cents more in Chicago than in Kansas City 

b \^Tieat must sell for 2 cents more in Kansas Cit> than in Chicago 

c Wheat in Chicago can continue to sell for more than 2 cents above the Kansas 
City price 

d Chicago and Kansas City wheat can ne\er sell for the same price, or for within 
1 cent of each other 

e If wheat is flowing between the nvo cities the difference in price will tend to 
be nather more, nor less than 2 cents if wheat is not flowing between them, the 
price difference can be anything less than 2 cents 
Which IS true’ 

2 Pretend that you are engaging in some stock or commoditv transactions Start 
out with $10 000 and follow the newspapers to see how you make out 

3 “I can’t afford to sell my United States Steel stock today (1937) because if I do 
1 11 take such a great loss over what I paid for it in 1929 ’ Is this good reasoning’ 

4 Should donors’ services be made subjen to private insurance pnnaples’ 

5 “I love the thrill of gambling, of risking all on the turn of a card What do I care 
for odds or economic pnnaples’ ’ Can economic science pass judgment on whether 
such a person should gamble or not’ 

6 List some important differences between pnvate insurance and soaal security 
Are they rivals’ 



Chapter 26 : social movements 

AND ECONOMIC WELFARE 


A, FASCISM, COMMUNISM, AND SOCIALISM 

THE CRISIS OF CAPITALISM 

After "Wbrld I, democratic governments were set up all over Europe. 
By 1927 the future of the capitalistic way of life appeared serene and assured. 

After ^Vorld \^ar II, the outlook is radically changed. Socialist governments 
are in power in England, in France, in all of Scandinavia, in Italy, in all the 
Balkans and eastern Europe. Russia Antfi its communistic government appears 
to be on the march. Fascism lingers on in Spain. In our own hemisphere, dic- 
tatorships are to be found in numerous countries of Latin America. 

Only the United States remains as an island of capitalism in our increasingly, 
totalitarian and collcctinzed M'orld. Even here, the scene is drastically changed 
in the direction of strengthened powers of government over economic activiries. 

The capitalistic way of life is on trial. Not only must it perform adequately 
—more than that, it is required to perform superlatively. A decade of unem- 
plojTnent here at home would have disastrous repercussions upon our prestige 
abroad, to say nothing of the internal political unrest that a slump would 
involve. 

A BOUQUET OF ISMS 

Men have always had visions of a more perfect society. Plato’s Republic, 
Sir Thomas More’s Utopia, Marx’s Dictatorship of the Proletariat^ and so on 
without number. It is only too easj' to contrast concrete present-day imperfec- 
tions with the ideal features of a vaguely defined utopia. Beyond agreemg on 



FASCISM, COMMUNISM, AND SOCIALISM 585 

the feulrs of the present order, different schools of reform have very little in 
connnon. 

At the one extreme, we have the anarchists who believe in no government at 
all; at the other, the apologists for an all-powerful collectivized, totalitarian, 
communistic social order, where the first person singular is all but replaced 
by the first person plural. Within the field of socialism itself, we find many 
subdivisions : Christian socialism, state and Marxian socialism, guild socialism, 
Fabian (or evolutionary) socialism, and many others. In the popular mind, 
socialists are characters who meet in a cellar lit by a candle thrust in an empty 
wine bottle to plot a bloody revolution, or at least to brew bombs sent in 
laundry parcels to government officials and capitalists. Or the term “socialist” 
is frequently used as a disparaging stereotype to discredit anyone who believes 
in social security, progressive taxation, bank deposit insurance, some other 
social improvement, or free love. 

Whatever the strength of radical parries abroad, in America before 1948 
no third party has ever been able to develop in any strength. The American 
Socialist party runs a candidate for the presidency every election — along with 
the Prohibition party— but gains only a n^ligible fraction of the vote. The 
Communist party, which is more hated by the Socialists than are the other two 
parties, has never yet been able to get one of its nominees elected to Congress.* 
If we look at the picture in Europe, we find the names of almost all the 
parties have the word “socialism” in them. But this does not mean much: a 
party like France’s Radical Socialists turns out to be anything but radical, 
being one of the extreme conservative parries. Even Hitler’s fiiscisric party 
took the name of “National Socialism.” Often, however, the leading European 
“liberal” parties can be characterized as “social democrats.” For example, the 
Labor party in Britain, the pre-Hitler German Social Democratic party, the 
presently ruling parties in Sweden and Denmark — all of these claim to be in 
fevor of gradual, nonrevolurionary extoision of socialism by peaceful and dem- 
ocratic methods. In France, Italy, and the Balkans there are Communist move- 
ments of considerable strength. These are invariably pro-Russian and are usually 
frank in proclainung that once in power they will not tolerate “reactionary” 
political movements. 

It is clear, therefore, that we do not have to master all of the thousand and 
one different “isms” m order to understand the world today. It is enough to 
understand something of (1) relative laissez fane or private enterprise, (2) 

* Theodore Roosevelt's 1912 Bull Moose party was primarily an offshoot of the 
Republican party. Old Bob LaFollctte’s 1924 Progressive party was by far the most 
successful third-party effort, and yet he was able to carry only his home state, Wisconsin. 
It remains to be seen whether the 1948 Henry Wdlace third party will be able to develop 
more than minor strength. 



586 SOCIAL MOVEMENTS AND ECONOMIC WELFARE 

socialism, (3) commnnism, and (4) fasdsm. There is no hard and fest boundary 
between these; it is all a matter of degree. Moreover, we cannot even range 
these along a line, widi fascism at the extreme right wing and communism 
at the extreme left xting. In some ways— although neither would admit it— 
communism and fasdsm have much in common. 

Most of diis book has been concerned mth describing the capitalistic 
system, so we may turn to die others. 

F.JisasM 

This is easier to characterize polirically then economically. MTiether in 
Hider’s Germany, Mussolini’s Italy, Franco's Spain, Salazar's Portugal, or 
Peron's Argentina, fascism is usually characterized by a one-man dictatorship, 
by one polidcal part)' wnth all others abolished, by the disappearance of civil 
liberties of die t)-pe granted in oar Bill of Rights. Fascistic movements are 
always highly narionalistic, often widi the emphasis placed upon a vaguely 
defined “master race’* by whom all minoriries are e.xploited and persecuted. 
In the words of Mussolini, Fascists are urged to “live dangerously’’ — to value 
war and national power as ends in themselves. The individual is to be secondary 
to the state. 

On the economic side, Mussolini’s fasdsm happened to toy with the notion 
of a “sj-ndicaUst" or “corporate state*’; each industr)* and group of workers 
was organized in a S}Tidicate, and these were to meet and bargain and plan 
how the economy should be run. However, this S)Tidicalisra has not been 
espedally characteristic of other fasdst regimes. 

Almost all of them are against militant trade unionism; almost all give the 
central government great regulator)' power over eveiy sphere of economic life. 
Some work hand in glove \nth reUgious authorities; others are antichurch. 
Often capitah'srs and the lower iiuddle classes contribute to the initial strength 
of fascist movements; but later when die fasdst movement begins to take on — 
as they sometimes do — ^revolutionar)' aspects, the capitalists may r^et the 
Frankenstein’s monster that they have helped to create. Their only consolation 
lies in the fact diat one of the earmarks of a fascist r^me is opposition to 
communism; often it sails into power by e.xaggerating the immediate likelihood 
of a bolshevik rei'olution, and after comim into power the threat of com- 
munism is used as an excuse for the suppression of all democratic processes. 

COXLMU>'ISM ASV SOVIET RL'SSW 

Travel eastward from New York, and if you continue long enough, you will 
return to it from the west. Move far enough to the right and you will round the 
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circle and encounter the extreme left-wing communist movement. For three 
quarters of a century after Karl Marx and Friedrich Engels issued their 1848 
Communist Manifesto, numerous international socialist conferences were held; 
but outside the British Museum, not much was accomplished. 

In 1917, the big moment arrived. Czarist Russia was knocked out of the 
war by the Germans. Nikolai Lenin, a follower of Marx, was transported in a 
sealed railroad car across Germany and into Russia. Aided by Leon Trotsky, 
a one-time New York inhabitant, Lenin’s Bolsheviks snatched power from the 
more moderate regime that had overthrown the monarchy. Preaching peace, 
promising land for the peasants, and a dictatorship to the proletariat, the 
followers of the red hammer and sickle forcibly took- power and gained 
adherents in the navy and army. 

There then followed what Harvard’s John Reed (later buried in the Kremlin) 
called “10 days that shook the world.” The meeting of the democratic 
Constituent Assembly, only few of whose elected representatives were pro- 
communist, was forbidden. An army was organized and trained by Trotsky, 
and successive to\vns were won over to the revolutionary forces — often by 
strategic capture of the water and power supply alone. Subsequently there 
followed a great civil war between the Red and White armies, the latter aided 
by Poland and Western powers. In the end, the officers of the White army 
ended up chiefly in Paris, driving taxicabs and drinking vodka to the memory 
of Czar Nicholas 11. 

The world expected a Russian collapse. In Wall Street, the bookmakers had 
quoted favorable odds on this event for a number of years running. The com- 
munist regime persisted— not without experiencing horrible famines, in which 
literally millions perished. Aristocrats and bourgeoisie were ruthlessly 
“purged” and “liquidated”— new words for age-old processes. The Com- 
munist party was the only permitted political party; it elected the members of 
local “soviets” of factories and farms. These soviets elected representatives 
to still higher soviets, until at the very top over all the 17 autonomous federated 
Union Republics, there is the Council of People’s Commissars of the Supreme 
Soviet of the USSR (Union of Socialist Soviet Republics). 

The Soviet leaders had no blueprint to guide them. Marx had confined him- 
self largely to the faults of capitalism, revealing very little of what the promised 
land was going to be like. It was not even on the timetable that backward 
Russia, which had hardly emerged from feudalism into capitalism, should 
experience its revolution before the downfall of the top-hea\Tr industrialized 
nations. During the 1920’s, Lenin compromised with capitalistic enterprise in 
the NEP (New Economic Policy), But in 1928-1929, the first Five-year Plan 
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for industrialization of factories and collectivization of agriculture was intro- 
duced. This was followed by a second Five-year Plan. 

Because of the rapid pace of capital formation, war preparedness, and the 
state of Russian technology, consumption was severely rationed throughout 
these years. Wirkers had ration cards that were honored at specific stores, 
but money continued to he used. Excess money inctsne could be spent only 
upon special goods at higher prices than the basic ration. Real and monqr 
wages differed between occuparions, with piece rates and incentive pay for 
higher productivity becomii^ nwre and more dominant. 

Joseph Stalin, one among many of Lenin’s lieutenants, finally won out in 
the struggle for power after Lenin’s death in the early 1920’s. Trotsky and 
other old-line revolutionaries were accused of plotting with foreign powers 
against the Soviet Union, and in die middle 1930’s a tremendous purge o 
generals and officials culminated in the sensational Moscow trials— sensational 
because all the defendants vied with eadi other in beating thdr breasts and 
avowing their own guilt. After the Chamberlain-Hitler Munich appeasement 
pact, Nazi Germany and Soviet Russia signed a nonaggression paa, which 
lasted until Hitlei^fiushcd with his idctory over Poland, Scandinavia, and 
France— attacked Russia. 

With the aid of fanatial patriotism and United States lend-lease, the Rus- 
sians traded their blood for the Germans’ until few Germans were left. After 
the defeat of die Axis, the short-lived comradeship with the Western powers 
flickered out, and die world now stands in the diadow of the atomic bmb with 
Russia trying to spread her influence over Enrqie, and widi Britain and our- 
selves bent on stopping her. 

So much for this thumbnail historical sketch of political development. 
Economically, the Communist regime is far ronoved from a profit system of 
individualism. Generally speaking, a central planning committee determines 
the diree basic economic problems; Mffiat shall be produced. How, and For 
Mom. There is, however, some possibility for consumers to express prefer- 
ences. Factories, land, and capital equipment arc owned by state enterprise; 
individuals are permitted private posscssitm and limited amounts of money 
saving. Inquality of money, wealth, and inheritance is reduced. 

The Russians claim that they have “industrial democracy." This is clearly 
a different commodity from political democracy as we know it. Even defenders 
of the Sorict Union will admit that exptesaon of opinion against the govern- 
ment or communisrparty will not be tolerated. Free press— in our sense— is 
forbidden. Possibly the Russian people on die whole prefer their form of 
government, but no one riiould blind himself to its great differences from our 
own concepts of democracy and freedom. 
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SOaALlSM 

In defining fascism or communism, wc ware able to point to Nazi Germany 
or Soviet Russia. Socialism cannot be so easily described. Of course, we can 
desaibe the Swedish socialist government or the British Labor party’s pro- 
gram, but these do not have such dramatic contrasts with our system. They 
represent a middle way. 

Nevertheless, there are at least a few elements that seem to characterize 
socialist philosophy: 

1. Gffvemnmt Ovmershtp of Pmduahe Resources. The role of private 
property is gradually to be lessened as key industries such as railroads, coal, 
and even steel are gradually nationalized. Unearned profits from increases in 
land value are also limited. 

2. Planning. Instead of permitting the free play of profit motives in a 
laisscz-fairc market economy, coordinated planning is to be introduced. Some- 
times the program of “production for use rather than profit” is advocated; 
advertising expenditure on gadgets is to be wiped out; workers and profes- 
sional people are to develop instincts of craftsmanship and social service so that 
they will be guided by other motives than those of our “acquisitive society.” 

3. Redistribution of inemne. Through government taxing powers, inherited 
wealth and swollen incomes are to be reduced. Social security benefits and 
welfare services provided by the coUccdvc purse are to increase the well-being 
-of the less privileged classes. 

4. Peaceful and Democratic Evolution. As distinct from communism, social- 
ism often advocates the peaceful and gradual extension of government oumer- 
ship. Revolution by ballot rather than by bullet. This is often more than a 
tactical move; rather a deep philosophical tenet of faith. 

In Britain, the owners of industries that are to be nationalized are given 
compensation.* Anyone who opposes the Labor party’s government— and 
most English newspapers do— is free to express his opinion and organize 
politically. Even communists are granted full civil rights and liberties as of 
1948. ■ 

POLITICAL FREEDOM AND ECONOMIC CONTROL 

Degree of government centralization is a trait that ranges from a laissez- 
faire society through a collectivist communist regime. But a survey of history 
shows that this classification must not be confused with the degree of political 
freedom and democratic civil liberties. Fascist regimes have often passed 
* Coal, electric power, the Bank of England, the British Broadcasting Company— all these 
are already publicly owned. Steel and other industries are waiting for their nnmW to be 
■called up. 
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socialistic measures, and cranmunist bnreatis have suppressed personal freedom. 
On the other hand, sodalist Britain (1948) has more civil liberties than did the 
United States in the 1920 era of rigged indiridnahsm, when Attorney General 
Palmer imprisoned and released hundreds of peqile alleged to be “teds.” 

It is one thing to tell a corporation what it may dtarge for electric power and 
quite another thing to tell a man what he can say, what he can believe, how he 
must worship. It will not do to confuse the two. 


B. THE USE OF AN OVER-ALL PRICING SYSTEM 
UNDER SOCIALISM AND CAPITALISM 

This is an introduction to economics radior than a book on social movements 
and comparative political systems. Let ns turn, therefore, to see hon' our 
economic analysis of pricing can be applied to a noncapitalistic system. 

In analyzing the problem of pricing in a planned socialist state, we kill three 
birds with one stone: 

1. We get one of the best possible reviews of the over-all working of an 
ideal capitalistic price s)'stem. 

2. We discover a possible method of attacking the almost unbelievably 
complex problem of socialist economic plannmg. 

3. Finally, we gain an inttoducdon to problems of “welfare economics," tJ., 
to the study of what is wrong widi any economic system. This depends, of 
course, upon ethical points of view, which arc themselves a-scientific. But 
the economist, as a disinterested obsert’er, may help to throw light upon how 
successfully an economic system realizes any suggested ethical gai/s.' 

RCVIEW OF FREE COMPETtmT PRICISG 

At the beginning of this book we saw that every economic society must 
somehow solve the three fundamental problems of economic organization: 
What, How, and For Whom shall economic goods be produced. Vk saw too 
that in a frce-enterprisc, competitive, individualistic, profit-and-loss, market 
system the unconscious pricing mechanism more or less automatically solves 
these problems of orpnization. W also saw that the present economic order is 

' For example, he may be personally opposed to an opial distribution of income, bur that 
doesn’t prevent him from measuring the degree of success in reaching this ethical goal. 
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a mixed one in which monopolistic elements are blended with competition, 
and public action with private. 

In a moment we shall see that there is nothing sacred about the results 
achieved by a free market system; no, not even if it worked completely without 
friction and under the most perfectly competitive conditions imaginable. "Ufe 
shall also see, what is less obvious, that a socialist state might, if it wished to, 
use many of the mechanisms of a pricing system in its own planning. Let us 
now review the workings of the pndng system from the vantage point of the 
inaeased knowledge of economics gained since the early chapter of the book. 

Even in a rich modem state, resources are scarce, technology is imperfect, 
and human wants and needs are far from being sated. This would be true even 
if society had already solved all the problems of unemployment and purchasing 
power described in Part Two of this book. With no resources being wasted 
in unemployment, any economic system must still determine how resources 
are best used to satisfy human wants as between different commodities and in 
cooperation with the optimal factors of production. 

Part Three, of which this is the concluding chapter, is primarily concerned 
with the economic forces governing the use of economic resources at high 
employment; with the problems of market price and consumer’s behavior; 
wth cost analysis of industry and firm under perfect competition and monopo- 
listic competition; with production equilibrium and the problem of distribu- 
tion; with international specialization and trade; and with speculation and 
dynamic price behavior over time. All these processes remain important 
problems even when there is no business cycle and no trace of unemployment. 
A few years ago an economics textbook would have concerned itself with little 
else; and if ever the business cycle is brought under control by intelligent social 
action, these will again become the main concern of economics. As we shall 
soon show, with appropriate modification, the same principles will have 
relevance for a completely socialized state. 

Economic analysis shows that the problems of What, How, and For Whom 
are not independent but interrelated in the most complex fashion. Suppose that 
people suddenly begin to change their tastes away from food and in favor of 
clothing. The first effects seem to be in the field of What shall be produced. 
By spending (or voting) more money for clothing and less for food, they raise 
the demand for clothing relative to its supply and do the opposite with respect 
to food. From the detailed supply and demand analysis in Chap. 19, we know 
that this will tend to increase the price of clothing and decrease the price of 
food. But after clothing has risen sufficiently in price, so that profits can be 
earned in that line, new resources will be rushed into clothing production and 
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new quantities will come on the market; also the higher price for clodiing will 
discourage its consumption. In die long run, there will be a new equilibrium 
price where the Supply schedule intersects the new Demand curve, and where 
more clothing and less food are produced. (The reader will be able to go 
through the reasoning necessary to show how food producers will incur losses 
until a new equilibrium position is realized in tiiose markets.) 

Very well, we have come out with the conclusion that What will be pro- 
duced is determined by people’s buying power and tastes. A change in tastes 
will affect prices so as to alter the quantities that will be produced. 

But this is not all the story. Unfortunately, tiie process does not end there. 
A change in tastes will also affect For Whom things are to be produced. 

It will affect the supply and demand for land and labor, and this in turn 
affects the distribution of income between laborers and landowners. How.? 
Because higher prices and production of clodiing relative to food means a 
relatively greater demand for labor and a relatively smaller demand for land; 
therefore, higher wages and lower land rents. Therefore, a new distribution of 
personal income. 

Even the How is affected. At the old ratio of wage costs to land costs, it paid 
to combine land and labor in one way. With the new higher costs of labor, it 
will pay in producing any given output to substitute land for labor wherever 
possible. Under competition, woe to the businessman who doesn’t recognize 
the dawn of a new day and carefully readjust his production methods so as to 
realize once again the optimal and most efficient production position combina- 
•tion.^ In the new setup, the cost of clothing, which uses much of the now 
expensive labor factor, will increase relative to the cost of food. This is not a 
new fact, Imt simply another way of looking at the fact mentioned earlier, 
that the new supply and demand situation dictates a relatively higher price for 
clothing. 

The process is not really at an end even yet. The changed distribution of 
income between farmers and workers may, if these groups have different 
spending habits and tastes, cause a further shift in demand and in Wffiat shall 
be produced. But this is just where we first came in, and we need not follow 
another whirl of the economic circuit. 

No wonder our economic system is said to be a “closed circle,” made up of 
interdependent parts. Actually, it’s worse than that. It is more like a vast and 
intricate telephone switchboard, in whidi everything is connected with every- 

1 He must substitute the now cheaper land for Jabor until the marginal product of the last 
dollar spent on labor and on land is again equal — in terms of the new price setup. See 
Oiap. 22. ^ 
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thing else. Tlic student can nowhere find a place in the interdependent system 
that represents the beginning, nor one that represents the end. He must some- 
how cut the Gordian knot by breaking in at any convenient point. But when he 
docs so, he must necessarily run the risk of having to admit, “In order to 
understand Qiap. A, I must first have understood Chap. Z; but I can’t under- 
stand that perfectly until I have already mastered A!” 

Regrettable, but true. The only help for the situation is to proceed just as the 
competitive economic system docs itself— by successive approximation. Just 
as the market price sneaks up on the final complete equilibrium set of prices, 
the student of economics .spirals upu^ird in his general understanding of our 
complex system, always returning to the same fundamentals, but with new 
insights. 

THF. CONCnPT or OnNKRAL EQUIUnRlUM 

A matlicmatician might describe die process of price determination as 
follows: 

The correct (equilibrium) set of prices of consumption goods and of productive 
scn'iccs, the market quantities of outputs and inputs — all these arc “unknoivns” whose 
numerical values arc determined by a vast set of “simultaneous equations’’: the con- 
dition that all prices be equal to producers' “marginal costs,’’ and to consumers' 
relarivc “extra utilities’’; that wages equal “marginal revenue productivities’’; that 
profits be at a maximum, etc. 

Given such noneconomic facts as (1) population, (2) technology, (3) tastes, and 
(4) distribution of owncr.ship of property, there arc just enough individual and marker 
relations or equations to determine a unique economic solution. Everything depends 
on everything else, but all together determine each other in just the way that stationary 
balls in a boivl mutually determine each other’s posidon. 

Who solves the complex equations of economic life? Certainly not mathe- 
maticians. Certainly not government bureaucrats or congressmen. Every 
person— whedicr a businessman, housewife, fanner, or wage earner— is help- 
ing to solve them every time he deddes to use one kind of labor and not 
another, or decides to buy butter and not oleomargarine, or decides to plant 
more or less intensively so much com and so much wheat, or decides to quit 
glass blowing for type setting. W: don’t have to use slide rules, and we don’t 
have to understand the pricing system to contribute to the solution of “general 
equilibrium’’ — any more than the ticker tape in the stock market or the grain 
market has to understand why price goes up when demand increases and falls 
when it decreases. 

Prices keep moving as a result of our readjustments of behavior. If outside 
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factors such as inventions, wars, or tastes were to remain constant long enough 
then we might finally approadi the “general equilibrium set of prices,” at 
which all the forces of supply and demand, value and costs, might just be in 
balance, without any tendency to ferdier chaise. Of course, in die real world, 
outside factors never stand srill, so diat as fast as equilibrium tends to be 
attained it is disturbed. Srill, there is always a tmdency— at least in a “per- 
fect” competitive system— for die qnilibrinm to reestablish itself, or at least 
to chase after its true position. 

(To test his knowledge of the interdependoire of our economic system, the 
reader should show that a new invention affects more than the How: that it 
may also affect the For Whom and the What Similarly, a change in the 
distribution of wealth and incrnne will affea not only the For Whom but also 
the What and the How.) 

PRICING IN A SOOAUST STATE: CONSUMPTION GOODS PRICES 

After this brief review of capatalist pricing, we are ready to tackle the prob- 
lem of using a price mechanism to help lessen the rerrific burden upon a cen- 
tralized planning authority which has to make millions and millinn ; of 
economic decisions cmceming production and consumption. 

Many socialists have insisted that, in thdr new society, the consumer should 
srill hvifrtedm of choice and will not have dictated to him the relative amounts 
of different commodities which he is to “enjoy.” As in the capitalist system 
each person will reedve a sum of money or abstract purchasing power which 
he can spend among different commodities as he wishes. Thus, vegetarians will 
not have to eat meat, and those who most prefer meat will be able to exeit 
thdr preference. 

How will relative prices between salmon and ^m or any other consumers’ 
goods be set by the socialist state? Generally speaking, they will be sec with 
the same double purpose as in a capitalist sodety: (1) just high enough to 
ration around the existing supplies of consumers’ goods, so that none ate left 
over and none are short; and also (2) just high enough to cover the socially 
necessary atra costs of producing die goods in question— or, in technical 
terms, prices are to be set equal to relative “maiginal utilities” and “marginal 
costs.” 

THE DISTRIBUTION OF INCOME 

So far the process has worked much like the capitalistic system. How'ever, 
socialism, almost by definition, means a society in which most land and capital 
goods or nonhuman resources tff all kinds are owned collectively by society and 
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not individually by people In our soaety an Astor who owns 500 parcels of 
New York City land which each produce $2,000 of net rents per year will 
receive an income of 1 million dollars per year— which may be 1,000 times 
what a night watchman is able to earn, and 200 tunes what the average skilled 
engineer can earn With most property owned collectively and not distributed 
with great inequality among different mdmduals, an important source of 
inequality of the dismbuuon of income would be removed 

Many people profess to hold the ethical and philosophical belief that different 
individuals’ wants and needs are very mudi ahke and that the present market 
mechanism w orks inadequately because the rich are given so many more votes 
m the control of production than the poor as to make the market demand for 
goods a poor indication of them true social worth Such people with a relatively 
equalitarian philosophy will welcome the great reduction m the spread of 
incomes between the low est 90 per cent of all families and the highest 10 per 
cent They will argue that takmg away $1,000 from a man with an income of 
$100,000 and giving it to a man with an income of $2,000 will add to soaal 
well-being After the distribution of mcome betw een families has been deter- 
mined correctly, according to soaety’s fundamental (a-scientific) value judg- 
ments, then and only then will it be true diat the dollars coming on the market 
will be vahd indicators of the value of goods and services, and only then will 
they be serving to direct production into the proper channels and goods into 
the light hands 

How IS the proper, ethical distribuQon of income to be achieved aside from 
the negative act of w ipmg out unduly hig^i property incomes? The socialist has 
two answ ers (1) in part by letting people get some of their mcome in the form 
of wages, but (2) in large part by having these wages supplemented by receipt 
of a lump-sum sociid dvmdend payment This cash payment would presumably 
be pretty nearly the same for most average femihes, but even in an equahtarian 
society, there might be differences to compensate for different numbers of 
children, different age and health status, and so forth 

It IS an ethical rather than a saenofic quesQon as to just how large each 
person’s final mcome ought to be As a science, economics can concern itself 
only with the best means of attaimng givoi ends, it cannot prescribe the ends 
themselves Indeed, if someone decided that he preferred a feudal-fascistic 
kind of society, in which all people with httle black moustaches were to be 
given especially high incomes, the econcanist could set up the pricing rules for 
him to follow to achieve his strange design best He would be told to determine 
his social dividend payments so as to achieve the required optimal distribution 
of income, after which each dollar comity on the market could be regarded b> 
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the economist as correctly representii^ (diat eccentric person’s) true sodal 
values. 

The social dividend differs from a xrage because it is to be given to each 
individual regardless of his own efforts. That is why it is called a “lump-sum” 
dividend. Any bonus based upon productivity or effort is to be treated as a 
wage. Wb have not yet seen how wages are to be determined. But before domg 
so let us first turn to another important problem. 

PRICING OF NONHUMAN PRODUCTIVE RESOURCES AND INTERMEDIATE GOODS 

What should be the role of land and other nonhuman productive resources as 
an element of cost in an ideal socialist state? Some people would say that such 
nonhuman resources should not enter into cost at all; that only human sweat 
and skill is the true source of all value; and that any extra charges based upon 
the cost of land or machinery represent a capitalistic surplus which die owners 
of property are able to squeeze out of the exploited laboring masses by virtue 
of the private monopoly of ownership of the means of production. This view 
is sometimes loosely spoken of as the “labor theory of value,” and it is usually 
attributed to Karl Marx, the intellectual father of communisuc socialism. 
Learned scholars dispute over just what Marx meant by the “labor theory of 
value,” and whether he intended it to be applied to a socialistic economy in die 
short or long run. 

We need not enter into this dispute. However, it is important to note that, 
in its simple form, the labor theory of value will lead to incorrect and ineffi- 
cient use of both labor and nonlabor resources in even the most perfect socialist 
society. So long as any economic resource is limited in quanrity— scarce 
rather than free — the socialist planners must give it a price and charge a rent 
for its use. This price need not, as in die case of the Astor millionaire under the 
capitalistic system, determine any individuars income. It can be a purely 
bookkeeping or accounting price set up by the planners, rather than being a 
market price. But there must be a price put upon the use of every such resource. 

Why? First, we must price nonhuman resources to insure that sodety is 
deciding bow goods shall be produced in the best way, so that we really end up 
out on the true Production-possibility cun'e of society and not somewhere 
inside it. It would be absurd to get rid of the capitalistic system with its 
alleged wastes due to imemployment, and then by stupid planning end up far 
inside of society’s true production potentialities. 

Related to the above point is die second need for all resources to be given a 
value if correct prices are to be charged to consumers for final goods that use 
up a great deal of scarce resources. In other words, for society to find itself in the 
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best of all possible positions along die Production-possibility curve, we must 
price such consumption goods as food and clothing so as to reflect their true 
relative (extra or marginal) costs of using up scarce resources. Otherwise, the 
free choice exerted by consumers on thdr dollar spending will not truly reflect 
thdr own or society’s best preferences. 

the example of land rent 

These two reasons are diflicult to grasp. However, let us try to make the 
necessity for land pricing clear by considering a single example. Suppose there 
are two identical twdns in a farming utopia. What if one were to produce 
wheat on an acre of good land, and the other to produce less wheat by the same 
year’s work on an acre of bad land. If they are identical twins, working 
equally hard, we would certainly have to say that their wnge rates should be 
the same. Now, if w'ages w-ere to be treated as the only cost, in accord with 
the labor theory of value, then the same price could not be charged for the two 
different outputs of wheat, even though the kernels of wheat w'ere identical. 
The good-land wheat would have involved low labor costs and will have to sell 
for less than the poor-land wheat. 

This, of course, is absurd. A w'ell-w’ishing social planner might try to get 
around the dilemma by charging the same price for both, perhaps losing money 
on die poor-land wheat and gaining on the other. Or what is almost the same 
thing, he might say “Let us pay the twin on bad land lower w'ages than his 
brother, so as to keep the costs of the two wheats the same; but then letus make 
the richer brother share his wages with the poorer.” 

Such a solution is not absurd, but it flills short of achieving the desired best 
results: maximum production and equal pay for equal human effort. In par- 
ticular, it fails to shift more labor on to the more productive land. 

The only correct procedure is to put an accounting price tag on land, the 
good land having the higher tag. The prices of both kinds of wheat will be 
equal, because the land cost of the good-land wheat will be just enough higher 
than that of the poor-land wheat to make up the diflerence. Most important of 
all, the socialist production manager m\ist try to minimize the combined labor 
and land cost of producing each kind of wheat. If he does so according to the 
marginal product principles discussed in Chap. 22 on Production, he will 
accomplish something new and important and undreamed of by the simple 
believer in the labor theory of value. 

He will find it pays to w^ork the good land more intensively, perhaps with the 
time of 1)^ men until the extra product there has been lowered by the law of 
diminishing returns so as to be just equal to the extra product of the man’s 
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time on the poor land. Only by putting a price upon inert sweatless land are we 
using it, and sweating breathing labor, most productively! The price or rent of 
land rises so as to ration its limited supply among the best uses. 

Note too that the most finicky humanitarian will have nothing to complain 
of concerning our solution. By transferring labor from one plot of land to the 
other until its marginal productivity has been made equal, we get the largest 
possible total production of wheat.* 

The two brothers are paid the same wages because they have worked equally 
hard. But their wages are not high enough to buy all the wheat since part of the 
cost of the wheat has come from (bookkeeping) land charges. However, the 
people through their government own the land equally. The land’s return does 
not go to any property owner, but is available to be distributed as a lump-sum 
dividend to both brothers according to their ethical deserts. By putting a 
proper accounting price or rent on land, society has more consumption than 
vvas otherwise possible. 

If we turn now to the production of more than one consumers’ good, it will 
be obvious that their cost prices must be made to reflect the amount of socially 
limited land and machinery which they each use up. A field crop like potatoes 
requires little labor and much land as compared to an intensive garden crop 
like tomatoes. If each commodity were priced on the basis of labor costs alone, 
potatoes would sell for too little and too much land would be forced out of 
tomato production. Everyone would end up worse off. 

One last point concerning the final determination of a product’s cost and 
price. After the costs of all necessary factors of production have been added 
together to arrive at total cost, the planning authorities must set their prices 
at the extra or marginal cost of new units of production. Or more accurately, 
the socialist managers of a plant must behave like a perfect competitor: they 
must disregard any influence that their own production might have on market 
price, and must continue to produce extra units up to the point where the last 
little unit costs just as much as its selling price. For many industries, such as 
railroads where unit costs ate constantly falling, setting marginal costs equal 
to price will imply that full average costs are not covered. In a noncapitalistic 
society the difference would be made up by a (accounting) grant from the 

‘ As the discussions of marginal producrivity in an earlier chapter have shown, total 
product will be at a maximum only when labor has been transf erred from the poor land (where 
its marginal product is low) to the good land (where its marginal product is high) . Every such 
transfer must necessarily yield us extra product, until finally no liirther increases in output 
can result when the marginal products have been equalized in the two uses. 



THE USE OF AN OVER-ALL PRICING SYSTEM 599 


State. For if a railroad system is wordi building, it is worth being utilized to 
the full.* 

To summarize .-(Correct social planning requires that all scarce resources, 
whether human labor or not, be given accounting prices at least. The final costs 
of consumers’ goods should include the sum total of all extra costs necessary to 
produce each good; or, in short, should equal marginal cost. The demand for 
consumers’ goods is really an indirect demand for all productive resources, a 
demand which can be kept in proper check only by putting appropriate valua- 
tions on productive resources. 

Otherwise, society’s valuable nonhuman — and human! — ^resources will be 
incorrectly allocated, and the market pricing of finished goods will not lead to 
maximum consumers’ satisfaction. It is to be emphasized that the accounting 
prices of land and other nonhuman resources need not, in a socialist state, be 
part of the incomes of anyone. In the language of the visionary critic of private 
enterprise: no one is “exploited” by havii^ a property owner skim off part 
of the final product. Instead, the contribution of capital and land to production 
is given to people in the form of the sotM dividend) 

. THE ROLE OF THE INTEREST RATE IN A SOCIAUST STATE 

In the earlier chapters of this book,(},vc encountered the interest rate in two 
main forms: (1) as a (discount) factor necessary to convert flows of income 
into a capitalized present value, or as a yield factor to determine people’s 
income from bonds and other capital assets, and (2) as a necessary premium 
to get people to give up hoarding of money and instead to hold their wealth in 
the form of securities.) 

(Neither of these fimetions of interest would have an important role in a 
socialist state, because no one would have the opportunity of buying and 
selling a comer lot or other assets, md presumably the socialist planners would 
not let people generate a business cycle by varying their desires to hoard 
money._) 

However, we have also seen that there is a third important function of the 
interest rate in a capitalistic, socialistic, or any other kind of economic system. 

^ The long-run question as to whether to build a railroad in the first place may involve 
an “all-or-none decision,” which cannot be made step by stq). In such a case, there must 
still be a balandng of the extra (or marginal) advantage and extra cost to society of the 
enterprise. But for such a big step, price is no longer a good indicator of total welfare, 
since — as we saw in Chap. 20 — there is always an element of consumer’s surplus on the 
total amount of goods that a person consumes, over what he has paid for them. Welfare 
may go up as price and total value go down. 
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Capital goods have a “net productivity.” So long as resources can be invested 
for the present or the future, it will be necessary to make important decisions 
with respect to capital. Shall we apply present land and labor to the production 
of a com crop this year or to apples 15 years from now? Shall we have grape 
juice today or wine 10 years hence? Shall we replace a wom-out printing press 
by a new expensive one which yields its services over a period of 20 years, or 
buy a cheap one that will only last 14 years? Every one of these questions can 
be answered only ty using an interest rate to relate future and present economic 
values. Without such an interest rate, the existing stock of fixed and circulating 
capital cannot be devoted to its best uses; and whatever amount of national 
income society has decided to invest in capital formation cannot be embodied 
in the best form without such an interest rate. 

The interest rate acts as a sieve or rationing device: all projects that can 
yield 6 per cent over time are undertaken before any that yield only 5 per cent 
are started. 

It should be added that most economic vdters on socialism do not think 
that the rate of interest should also determine— as it does in our economy, to 
some degree— the rate at which capital growth is to take place at the expense 
of current consumption. The decision as to how much should be saved would 
be determined by the state “in the light of national and social needs" and not by 
the “haphazard" notions of individuals widi respect to the future. But the level 
of social saving and capital growdi once having been determined, the interest 
rate must be used to allocate scarce “capital supplies” optimally and to deter- 
mine the order of priority of alternative projects. Needless to say, in a slowly 
growing rich country with much capital already accumulated and with few 
recent capital-using inventions, the rate of interest will be a very low one. 
Diminishing returns is one law diat the Socialist Comissars will not be able to 
repeal by a plebiscite or a bloody revolution. 

WAGE RATES AND INCENTIVE PRiaNG 

VJe must now return to the problem of how the socialist planners would set 
wage rates, and then we are done. If the amounts of labor of all kinds and of ail 
skills were perfectly fixed,’ there would be no reason why labor should not be 
given accounting prices just like any other productive factor. Workers would 
receive no wages at all. They would dicn rfcceive all the national income in the 
form of an enlarged social dividend. 

However, if people are to be free to dioose their ovm occupation and if they 
are to be given a choice beween working a little harder and longer in return for 
extra consumption goods, then it will be necessary to set up a system of 
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acttml imket mges at which people can sell their services. These rates may 
differ depending upon the irksomeness and unpleasanmess of the job; and 
unlike in our system, the pleasanter jobs may be the lower paid, and the ditch- 
diggers or garbage collectors may have to be higher paid to attract people into 
their jobs. Occupations that require much training and skill will receive high 
pay, but much of that pay may be spent by the state in providing the education 
necessary to acquire those skills. Piece rates may often be used under socialism, 
and a worker with a 10 per cent higher productivity may receive higher wages. 
Workers will in every case be offered wages equal to their marginal or extra 
productivity. 

Therefore, it is not necessarily true that all incomes will be at a dead level 
in the socialist state. They will differ somewhat as a result of two distinct 
factors: (1) society’s appraisal of the “needs and worth” of different indi- 
viduals — as reflected primarily in the size of the individuals’ lump-sum social 
dividends, and (2) the need for wages to differ to provide incentives and to 
compensate people for extra disutility and effort. Incomes would not differ, 
however, because of inequality in the ownership and inheritance of property. 

SUMMARY OF SOCIALIST PRICING 

1. A socialist system could make use of four different kinds of pricing: (1) > 
consumer-goods prices, (2) wage and incentive rates, (3) accounting prices of 
mtermediate goods, and (4) final lump-sum dividends (when positive, sub- 
sidies; when negative, taxes). 

2. To give people free choice between consumers’ goods, market prices will 
be set for such goods. Similarly, to provide freedom of choice of occupation, to 
give people incentives, and to provide compensation for differences between 
occupations, wage rates will have to be set to correspond to (marginal) pro- 
ductivities and disutilities. 

3. Accounting prices will have to be set on all nonhuman productive re- 
sources to ration them in their best uses where their (relative) marginal 
productivities are equal and highest. Similarly, there will have to be a rate of 
interest to ration the existing and growing stock of capital among its best uses. 
Any consumption good will have to be produced up to the point where the full 
marginal cost of production (necessary to attract all resources from other uses 
and from leisure) is just equal to the price. 

4. Lastly, the final distribution of income will be made to correspond to 
what society regards as the ideal distribution pattern by means of a payment of 
a lump-sum social dividend to people, depending upon “need and wants” but 
never — like a wage — on effort or performance. Presumably in a socialist 
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society, it will be felt that a much more nearly equal distribution of income will 
be necessary before the dollar votes of consumers can be expected to reflect 
true social preferences. However, this is a nonscientific, ethical question. 

5. None of these processes except the last requires detailed comprehensive 
planning by a central agency. Mathematicians will not have to be called in to 
solve thousands and thousands of simultaneous equations. Instead, the decen- 
tralized planners would proceed by successive approximation, by trial and 
error — setting provisional market and accounting prices and cutting them or 
raising them depending upon whether available supplies are piling up or running 
short. 

WELFARE ECONOMICS IN A FREE-ENTERPRISE ECONOMY 

On the basis of the above general principles of pricing, we are in a position 
to see what is wrong, or not necessarily right from various ethical viewpoints 
in our present system. The possible deviations from the social optimum may 
be briefly listed as follows: 

1. The existing distribution of property, income, education, and economic 
opportunity is the result of past history and does not necessarily represent a 
perfect optimum according to the ethical philosophies of Chrisdanity, Bud- 
dhism, paganism, or what may be loosely spoken of as the American creed 
as expressed by tongue and pen. In part, such deviations from the optimum dis- 
tribution of income can be corrected by appropriate tax policies. There arc 
always, however, some costs to be incurred in our capitalistic system from 
such policies because of effects upon incentives, risk taking, effort, and 
productivity. 

2. The widespread presence of monopoly elements in our system and the 
very limited appearance of perfect comperidon mean that production is rarely 
being pushed to the optimum point of equality of marginal cost to price; 
because the elasticity of demand is not infinite tmder imperfect competition, 
production is pushed only to the point of equality of marginal cost to marginal 
revenue. Because of the fear of “spoiling the market,” monopoly price is too 
high and monopoly output is too low. 

Nor are these the only evils of monopoly. M^stelul competitive advertising, 
needless insignificant differentiation of products, distortion of consumers’ 
tastes and beliefs by selling campaigns and propaganda — all these are in some 
degree extra evils when pushed beyond the useful informative functions of 
“legitimate” advertising. They are related to a further evil under monopo- 
listic competition when entry of new firms into an industry is very easy. There 
will then tend to be an inefficient division of production among too many 
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films; the price charged is too high, but because of wasteful use of resources, 
no one is making any profits.^ 

3. Finally, of course, as shown in Part Two, under a laissez-faire system, 
there are great wastes due to unemployment and the business cycle. Consumers, 
labor, fanners, and business together with public fiscal and monetary policy 
must be mobilized in a never-ending war against this greatest of modem 
scourges— this poverty that has no real cause but stems only from our intricate 
monetary society. 

These imperfections can be ameliorated within the framework of our 
traditions. In any case, many — perhaps most — ^Americans will feel that the 
dynamic vitality of our mixed-enterprise system outweighs its disadvantages. 


SUMMARY 

A. FASCISM, COMMUNISM, AND SOCIALISM 

1. Out of the multiplicity of social movements and phUosophies, these three 
constitute the important challenge to our present order. Perhaps most signifi- 
cant are the noneconomic issues involved in a comparison of capitalism and 
alternative systems. We have not more rfian touched upon the question of the 
extent to which a socialist society might, or might not, be able to develop 
among its people new attitudes to rqilace capitalistic incentives, such as 
instincts of professional good craftsmanship and social service, which put 
emphasis upon production for use rather than for profit. Nor have we been 
able to set down final answers to the crucial problems of the relationship 
between individual freedom and social control in different economic systems. 

Can a socialist society preserve the civil rights and political freedoms for the 
individual? What is the importance of political democracy without economic 

' Another evil, discussed in more advanced economic writings, is the fact that individual 
firms, in making their decisions, never take into account the possible effects of their pro- 
duction decisions on other firms or industries. In digging his oil well, Pat doesn’t realize 
that he may be robbing Mike's oil pool; and the same with Mike — with the result that less 
oil is obtained in the end, and with more cost. Because of such so-called “external dis- 
economies” (or occasionally, “external economies") apparent “private marginal costs” do 
not reflect true “social marginal costs”; and certain lines of activity deserve to be con- 
tracted and others to be expanded. Compare A. C Picou, “Economics of Welfare,” The 
Macmillan Company, New York, 1932. 
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QUESTIONS FOR DISCUSSION 


1 Make a list of a number of isms, describing each and outlining its history 

2 Describe your ow n vision of Utopia Does it differ from the present order> 

3 Compare and contrast fascism and communism What is the relation of social 
ism and capitalism to each’ 

4 Discuss the development of the Labor party in England, and its posnvar acavities 

5 “I’d rather starve in free America than live off the fat of the land under totali 
tarian communism ” Are these your sentiments’ Why’ 

6 'Tor all Its talk of planmng and production for use, Soviet Russia employs its 
resources less efficiently than the Umted States and has a slower rate of progress than 
we do ” Discuss 

7 Summanze how a priang system w orks to solve the three fundamental economic 
problems Illustrate ihe interdependence of Aese Aree problems 

8 Describe what is meant by general eqmlibnum 

9 Discuss Ae four kinds of prices in a planned, socialist state 

10 List what you consider to be economic imperfections in Ae present economic 
order What are its virtues’ 
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In 1929, a distinguished committee, called together by President Herbert 
Hoover, issued a report on “Recent Economic Changes.”* After much careful 
research it concluded in these words, “Our situation is fortunate, our mo- 
mentum is remarkable," 

Yet despite their confident expectation that the American economy would 
remain in an excellent state of “balance” and “dynamic equilibrium,” this 
Committee stood unknowingly on the edge of an abyss. Within 6 months the 
greatest depression on record had set in, a depression that was to alter pro- 
foundly American institutions and economic life. 

In 1939, another government investigation conducted by the congressional 
Temporary National Economic Committee had changed its tune completely. 
From volume after volume of its hearings, from monograph after thick mono- 
graph, came the plaintive chant of stagnation of the American economy. 

Yet, within a few years the United States was engaged in a large-scale 
defense and war program that changed die economic scene completely. Since 
1939 another decade has passed— a decade of conversion and reconversion, of 
shortages and prosperity, of price controls and inflation. 

If an introduction to economics enables readers to understand— not neces- 
sarily, predict— the exciting events of rccoit years, it will have fulfilled its 
purpose. It will be better still if it helps to make clear the rich promise of 
Ameria’s future economic development. This promise can be assured only if 
there is adequate total demand to maintmn full production and technological 
progress and if the pressure politics of special interests— agriculture, labor, and 
business— can be kept from distorting the efficient response of the economic 
system to human wants. 

Figure 1 summarizes our economic past and future. The average hours of 
work per week have dropped from 70 to 40 within the past century. Total 

1 “Recent Economic Changes in the United States,” McGraw-Hill Book Company, 
Inc., New York, 1929. 
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man-hours have continued to increase because of population growth, but at a 
very slow rate after the turn of the century. Yet real national income has 
doubled every generation and gives promise of continuing to do so in the 
future. 

This amazing increase in output has been the result of the steady growth of 
productivity, measured in the chart by “net output per man-hour (in cents of 
constant purchasing power).” 



I860 1880 I?00 1920 1940 1960 


FIG. I. SouRcc: J. Frederic Dewhurst, America’s Needs and Resources, Twentieth 
Century Fund, New York, 1947. 

As the Twentieth Century Fund says in concluding its gigantic investi- 
gation, “America’s Needs and Resources:”* 

Whatever may be our accomplishments in dw future, the lesson of the past is clear: 
the only way to raise the ultimate ceiling on production, which is manpower, is through 
further increases in output per worker and per man-hour. Productivity is the key to 
future welfare. Within the past century we have achieved almost a fivefold increase 

*J. Frederic Dewhurst and Associates, “America's Needs and Resources,” p. 680, 
The Twentieth Century Fund, Inc., New librk, 1947. 
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in net output per man-hour. . . . These vast gains in human wel&re have lessened 
human toil. 

To this emphasis on productivity, we need add one further reminder: the 
importance of preventing mass unemployment of men and machines. 

The pictured rate of progress means more than an increase in gadgets and 
luxury goods. It means that fewer and fewer of the population will fall below 
the poverty line— the line of minimum nutrition, minimum health care, mini- 
mum educational opportunities, minimum security, and minimum material 
enjoyments of life. 

All this we can look forward to with confidence, if intelligence can be found 
to understand our modem economic system and to keep it fiinctionmg well. 
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Production, direct approach to, 5 19-S20, 526 
equilibrium of, 518-526 
indirect approach to, 520-526 
graphical depiction of, 534-537 
Production iiinction, 521-522 
Production-possibility curve, 17-22, 542- 
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Productivity, increases in, due to tech- 
nological change and growth of Ameri- 
can output, 69, 606 

net, of capital goods, 49, 366-367, 600 
Professions, cost and value of training for, 
102-105 

education for, 95 

growth of earnings from, with age, 100- 
101 
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and liquid wealth, 425 
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Revenue, marginal (see Marginal revenue) 
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deflationary and inflationary gaps be- 
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